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PROCEEDI NGS

HEARI NG OFFI CER ESTES: Good norning. This
hearing will now cone to order

The California Departnent of Food and Agriculture
has called this public hearing in the Holiday Plaza, 300 J
Street, in the California Room on this date, January
29t h, 2003, beginning at 9 a.m

If necessary, to assure opportunity for al
persons in attendance on January 29th, today, who wish to
testify and present evidence in the hearing record, the
hearing may be continued to the follow ng day, tonorrow,
January 30th, 2003, at this sane |ocation

On Cctober 21st, 2002, the Departnent received a
petition fromthe Western United Dairynen requesting
anendnments to the stabilization marketing plans for market
mlk for the northern California and southern California
mar ket i ng ar eas.

The Western United petition proposes amendnents
to the yields of dass 4a pricing fornmula, mlk used to
nmake butter and nonfat dry mlk, and a 4b pricing formnula
for mlk used to nake cheese ot her than cottage cheese.
The proposed yield amendnents would result in higher d ass
4a and 4b pri ces.

Western United anended their petition through

correspondence with the Departnent on January 8th, 2003.
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The Departnent has received four alternative
proposals in response to the Western United petition. The
Department has received these proposal fromthe California
Dai ry Wonen Association, the Alliance of M|k Producers,
The California Dairy Canpaign, and The Dairy Institute.

During a pre-hearing workshop conducted on
January 22nd, 2003, the Departnent provided a sunmary
anal ysis of the alternative concepts and proposals, and
al so including the Western United petition as well. A
copy of this sunmary will be entered into the record of
this hearing as an exhibit.

Accordingly, the purpose of this hearing is to
consi der anendnents to the Cass 4a and 4b pricing
formulas and the stabilization of market plans for market
mlk for the northern California and southern California
marketing areas as were proposed in the Wstern United
petition and the alternative petitions.

As Cass 2 and Uass 3 pricing formulas are
linked to O ass 4a prices the call of the hearing includes
consi deration of themas well.

My nanme is Richard Estes and | have been
designated as the hearing officer for today's proceedi ngs.

Testinmony and evi dence pertinent to the call of
the hearing will be received. Anyone wi shing to testify

can sign the hearing witness roster located at the sign-in
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table in the back of the room GOal testinony will be
recei ved under oath or affirmation. And staff is
avai l abl e at the back of the roomto provi de assistance.
And | believe, at this tine, that would be Cheryl

G | bertson

Cheryl Glbertson will be back there and | think
Candace will be as well, although they're up here at this
time because they'l|l be introducing Departnent's exhibits
into the record shortly.

As a courtesy to the panel, the Departnment staff
and the public, please speak directly to the issues
presented by the petitions and avoid personalizi ng any
di sagreenents. As hearing officer, | reserve the right to
interrupt and curtail any testinony that is irrelevant to
t he purpose of this hearing.

As an additional courtesy, if you would pl ease
treat the panel, the staff, and the w tnesses respectfully
and avoi d any verbal expressions of approval or
di sapproval such as cheering or hissing. Such conduct
does not assist the panel inits attenpt to effectively
address the sophisticated econonm ¢ and regul atory issues
presented by the petitions.

Pl ease note that only those individuals who have
testified under oath during the conduct of the hearing nmay

request a post-hearing briefing period to anplify,
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explain, or to withdraw their testinony. Only those

i ndi vi dual s who have successfully requested a post-hearing
briefing period may file a post-hearing brief with the
Depart nment .

The hearing panel has been selected by the
Departnment to hear testinony, receive evidence, question
W t nesses, and nmake reconmendations to the Secretary.

Pl ease note the questioning of w tnesses by
anyone other than nmenbers of the panel is not permtted.

The panel is conposed of nenbers of the
Departrment's Dairy Marketing Branch and incl udes David
| kari, Chief, Dairy Marketing Branch; Tom CGossard, Senior
Agricultural Economist; Eric Erba, Senior Agricultura
Econoni st; and Ed Hunter, Supervising Auditor 1. You can
see them They're all seated here -- alongside ne here
t oday.

I am not a nenber of the panel, although I'm
sitting along with them And | will not be taking part in
any decisions relative to the hearing.

The hearing recording is, | believe, Janes
Peters -- is that correct? -- of the firmof Peters
Shorthand | ocated here in Sacramento.

A transcript of today's hearing will be avail abl e
for review at the Marketing Branch headquarters located in

Sacranmento, 1220 N Street, Room A247. Now, anyone
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10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

desiring copies of the transcript of today's hearing nust
purchase themdirectly fromPeters Shorthand. So you can
review themat the Departnent. But if you want your own
copy, you need to purchase themfrom Peters Shorthand.

Now, at this tine Candace Gates, Research Manager
of the Dairy Marketing Branch, and Cheryl G bertson
Anal yst to the Dairy Marketing Branch, will introduce the
Departnment' s exhi bits.

And |l et ne ask each of you in order

(Thereupon the witness was sworn, by

the Hearing Officer, to tell the truth

the whol e truth and nothing but the truth.)

STAFF ANALYST d LBERTSON: | do.

(Thereupon the witness was sworn, by

the Hearing Oficer, to tell the truth

the whole truth and nothing but the truth.)

RESEARCH MANAGER | GATES: | do.

HEARI NG OFFI CER ESTES: Wul d you now proceed to
i ntroduce the Departnent's exhibits into the record.

STAFF ANALYST d LBERTSON: Thank you, M. Hearing
Oficer. M nane is Cheryl Glbertson. |[|'man analyst
with the Dairy Marketing branch of the California
Depart ment of Food and Agricul ture.

My purpose here this norning is to introduce the

Departnment' s conposite hearing exhibits nunbered 1 through
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44, Relative to these exhibits previous issues of
Exhibits 23 through 44 are al so hereby entered by
ref erence

The exhibits we have entered today have been
avail able for review at the offices of the Dairy Marketing
Branch since the close of business on January 22nd, 2003.

An abridged copy of the exhibits is available for
i nspection at the back of the room Miltiple copies of
exhibits 1, 4, 5 6, 8 7, and 19 are also avail able at
t he back of the room

I'd ask at this time that the conposite exhibits
be received.

HEARI NG OFFI CER ESTES: All right. Can you
pl ease present themto ne

And what nunbers were they agai n?

STAFF ANALYST G LBERTSON: 1 through 44.

(Ther eupon the above-referenced docunents

were nmarked by the Hearing O ficer as

Exhi bits 1 through 44.)

HEARI NG OFFI CER ESTES: Thank you.

Now, are there --

STAFF ANALYST d LBERTSON: Yes. The exhibit next
in order is a docunent dated January 10th, 2003, fromthe
Department of Agriculture, State of New Mexico, signed by

Director Frank DuBois. | ask that this letter be received
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as Exhibit 45

HEARI NG OFFI CER ESTES: Pl ease present that for
introduction into the record.

(Thereupon the above-referenced docunent was

Marked by the Hearing O ficer as

Exhibit 45.)

HEARI NG OFFI CER ESTES: And do you have an
addi tional exhibit?

STAFF ANALYST G LBERTSON:  No, | do not. But
do request the option to file a post-hearing brief.

And this concludes ny testinony.

HEARI NG OFFI CER ESTES: GCkay. And this request
is on behalf of the Departnment, the Dairy Marketing
Branch?

STAFF ANALYST d LBERTSON:  Yes, Dairy Marketing
Br anch.

HEARI NG OFFI CER ESTES: kay. The request for a
post-hearing brief is granted. 1In order for the brief to
be considered -- and obviously this is not a big issue for
the Departnent, but | guess the Department shoul d be aware
of its own deadline for filing the brief. The Departnent
nmust receive the brief fromitself by 4:30 p.m --

(Laughter.)

HEARI NG OFFI CER ESTES:. -- Monday, February 10t h,

2003. And the Departnent rmay either send or deliver the

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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brief to the Departnent's Dairy Marketing Branch | ocated
at 1220 N street, Room A224, Sacranento California 95814.
And it can al so be faxed at (916) 654-0867.

Are there any panel questions related to the
exhibits at this tinme?

Ckay. Hearing none, does anyone in the audi ence
have any questions regarding the content of the panel's
exhibits? Now, please recognize that questions are
limted to the purpose of clarification. Cross
exam nation of the Departnment's staff is not permtted.

Pl ease identify yourself and your organization
for the record before asking any question

And | would also note here that essentially the
purpose that we can provide clarification through
cross-exam nation. But we are not able to provide any
sort of additional information beyond what is presented in
the exhibits. Nor is it really an opportunity for
challenging -- for either buttressing or challenging the
credibility of the content of the exhibits.

So is there anyone at this tinme that would |ike
to engage in any question regarding exhibits?

Ckay. M. Marsh, | believe. |Is that correct?

Ckay. You're fromWstern United?

MR MARSH:  Yes.

HEARI NG OFFI CER ESTES: Where do we have the

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

nm cr ophone?

M. Marsh, if you would first identify yourself
and your organization for the record.

MR MARSH: M chael Marsh. |'mthe Chief
Executive O ficer of Western United Dairynen. |I'malso a
Certified Public accountant.

HEARI NG OFFI CER ESTES: Pl ease proceed.

MR MARSH |I'd like to ask a question with
regard to Departnent exhibits dated Novenber 25th, 2002
These are the exhibits that detail the determnation of

manuf acturing costs for butter, nonfat powder, and cheddar

cheese.

THE REPORTER. Can you speak in the mke alittle
bit nore? |1'mhaving a hard tine hearing.

MR MARSH Ch, |I'msorry.

I"d like to ask sone questions about Departnent's
exhi bits dated Novenber 25th, 2002, the detail -- the
wei ght ed average cost -- nmanufacturing costs for butter

nonfat powder, and cheddar cheese.

The question that | have is for staff, and with
regard to allocation of loss within the cost studies.

As | understand this -- for instance, I'Il try to
clarify this as an exanple. | just want to nmake sure that
| understand this correctly.

That | osses are allocated throughout the system

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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and that neans that, for instance, that the receipts at
the farmare carried all the way through to the output at
the end; is that correct? And then there's a
reconciliation process that takes place in that.

And, by the way, | can -- actually | can ask a
question of illustration.

For instance, if at the ranch the truck picks up
a tanker load -- or a truckload that includes a hundred
pounds of fat in that product, at the end of the process
when it conmes out the end of the plant and you have only
99 pounds of fat in the finished product, that woul d nean
then you have a yield of .99 or 99 percent, or sonewhere
along the line you' ve lost 1 pound; is that correct?

SUPERVI SI NG AUDI TOR HUNTER:  Yes.

MR MARSH  Ckay. Now, with regard -- thank you
Ed.

Now, with regard to that pound of fat that's
lost -- for instance, if you had a cost that you were
trying to allocate against particular units at, say, $10,
if you took that $10 cost and you were allocating agai nst
t he whol e hundred pounds of product that you picked up at
t he begi nning of the process, then that value would be 10
cents per unit at the end.

SUPERVI SI NG AUDI TOR HUNTER:  Ckay.

MR MARSH And if you account then for the one

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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pound that you |ost that you have within the process, in
ot her words, ranch to plant, or in-plant, then you
would -- as | understand it, you would then adjust your
resulting cost allocated to the finished product of 99
pounds woul d be adjusted from 10 cents to 10.1 cents.

SUPERVI SI NG AUDI TOR HUNTER:  You' re not adj usting
your finished pounds. What you are adjusting is your
butterfat and solids-not-fat in the finished pounds.

MR MARSH: Correct.

SUPERVI SI NG AUDI TOR HUNTER:  This woul d only
af fect the general plan expenses, not the direct expenses.

MR MARSH: | think that's -- yeah, exactly.
That's what | was getting to.

SUPERVI SI NG AUDI TOR HUNTER.  And it's not a 99
percent yield in a sense. It's a 1 percent loss. And
that 1 percent loss is taken out of the butterfat and
solids-not-fat received in that pound, before dividing
into the cost.

MR MARSH: Ckay. And that's exactly what | was
getting at.

So that | oss that you' ve incurred, whether it's
ranch to plant or in-plant, inpacts the fina
determ nati on of manufacturing cost?

SUPERVI SI NG AUDI TOR HUNTER: R ght .

MR MARSH. It either raises it or lowers it.

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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Ckay. Thank you.

DAl RY MARKETI NG BRANCH CHI EF | KARI: One point of
clarification though. The mlk coming into the plant is
tested. So in your scenario, if it's showing that there's
any | oss between the farmand the processing plant, then
that's where the processing cost studies would start with
the receipts by the plant, right?

SUPERVI SI NG AUDI TOR HUNTER:  No.

MR MARSH As | understand it, and just for
clarification, the cost study starts with receipts at the
farm

SUPERVI SI NG AUDI TOR HUNTER: Right. Yeah, it's
fromthe farm M ke.

MR MARSH  Ckay. Thank you.

In a docunent dated January 2nd, 2003, the
Depart ment responded to a request by Western United
Dai rynmen to provide a graduated table in that docunent
that would display for us what the wei ghted averages for
butter, powder, cheddar cheese were according to the
updat es for 2002 | abor and August 2002 utility update in
their costs as they were updated.

And is soneone on staff famliar with that
docunent ?

STAFF ANALYST G LBERTSON:  Yes.

MR MARSH. And, Candace, in the docunent it

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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ranges from75 percent to 80 percent, 85 percent, 90, 95
percent, and 100 percent. And it says that -- in the
heading it says wei ghted average cost per pound for
butter, powder, and cheddar cheese, is that --

STAFF ANALYST d LBERTSON: Correct.

MR MARSH  Ckay. And then when it tal ks about
t he percentage of total production and -- under the item
nunber for 80 percent, as |I'mlooking at the docunent it
says 80 percent of the -- of which would be 100 percent of
t he wei ghted average cost, as | understand it, covering 80
percent of the total production of butter would then be
11. 34 cents.

STAFF ANALYST G LBERTSON: Let me clarify that a
little bit.

The way -- with the request that cane through
i ndustry, they wanted a wei ghted average cost --

THE REPORTER.  |'m having a hard tine hearing.

STAFF ANALYST d LBERTSON: Can you hear it now?

THE REPORTER. That's a little better, yeah.

STAFF ANALYST d LBERTSON: The way this table was
put together is to come up with 80 percent. And this is
what -- you guys can clarify me if | get this wong
Ckay?

To get to the 80 percent or whatever percentage

that is on here it took about 3 and 1/2 plants to cone up
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with 80 percent of that volume. Ckay. Then that
volune -- a weighted average was done on that volune at
that time.

So does that --

MR MARSH: | think so. And the explanation --

STAFF ANALYST G LBERTSON: So it doesn't mean
that it's covering 80 percent of -- of the plant's vol une.
It doesn't --

MR MARSH It's a weighted average cost.

STAFF ANALYST d LBERTSON: Yes. But a weighted
average in the sense, after you take -- it's going to take
3 1/2 plants to get to 80 percent of that value. Then the
wei ght ed average is done.

MR MARSH: Correct.

So with regard to the exanple that's included in
the letter, the weighted average cost for butter at the 80
percent |level is the weighted average cost for 100 percent
of the product fromthe 3 | owest cost plants and
approxi mately 50 percent of the product of the 4th | owest
cost plant, which gives the recommended 80 percent, is
that correct?

STAFF ANALYST G LBERTSON:  Correct.

MR MARSH  Ckay. Thank you.

Now, goi ng back to the exhibits we discussed just

a nonent before, with regard to the wei ghted average
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manuf acturing costs. The costs were updated for |abor and
utilities, but they don't include anything with regard to
an update for volune in 2002, is that correct?

SUPERVI SI NG AUDI TOR HUNTER.  That's correct.

MR MARSH And as we understand it, and as we'l|
discuss a little later, the volune for 2002 is up
significantly during that period of time -- during 2002
from 2001, is that correct?

SUPERVI SI NG AUDI TOR HUNTER:  As far as | know,
that's correct.

MR MARSH: So that adjustnment was not nade and

it's not included in the exhibits that we have before us

t oday?

SUPERVI SI NG AUDI TOR HUNTER:  Not at all.

MR MARSH Ckay. In the -- and this is kind of
a -- this is an auditing question. As we think about
volume -- and 1'd like to direct this to M. Hunter -- and

you' ve been doi ng manufacturing costs audits for six
nmonths -- no, for a nunber of years?

SUPERVI SI NG AUDI TOR HUNTER: | ' ve been doing it
for a nunber of years, yes.

MR MARSH  And in your experience as the
manuf acturing cost auditor with the State, has it been
your experience that when you have increased volune as a

product is noving through a facility, that it's likely
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that fixed costs and variable costs within those plants
wi Il have an inpact on the final outcone of the allocation
of cost to an individual product?

HEARI NG OFFI CER ESTES: Well, M. Marsh, |
believe that's a question beyond the content of the
exhibits and their devel opnent, and constitutes cross
exam nation of the Departnent based upon its experience,
expertise, and a history in terns of dealing with mlk
pricing issues. So, therefore, he's under no obligation
to answer that question.

MR MARSH: Wuld you care to answer the
guestion?

SUPERVI SI NG AUDI TOR HUNTER: | would during a
wor kshop, M ke, but not during a hearing.

MR MARSH  Ckay. That concl udes my questi ons.

Thank you very rmuch.

HEARI NG OFFI CER ESTES:. Thank you, M. Marsh.

W'l be hearing again fromyou nonentarily, |I'm
sure.

Let's see. Before we go on and take M. Marsh's
testinony relating to the petition, I'd want to note that,

you know, we've recogni zed that a nunber of people have
just arrived at the hearing. | guess apparently have
just -- you know, transportation just brought them here.

So | just wanted to enphasize at this point in

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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the hearing all that we have done is basically introduce
t he panel and introduced the Departnent's exhibits and
all oned M. Marsh of Western United to nake sone inquiries
about the content of those exhibits and seek
clarification. So we haven't addressed anything
substantively in regard to the petition at this tine or
had any presentation related to them

So that's what we'll be proceeding to go on to do
now. And we'll have an opportunity for the public to
testify after that's been done |ater today.

So what 1'd like to do now is have M ke Marsh
again conme forward. Western United now has 60 nminutes to
nmake its presentation in support of its position, this
petition.

Ckay. M chael Marsh, Chief Executive Oficer,
Western United, and Tiffany LaMendol a, who's Director of
Econonmic Analysis, will be making the presentation today.

(Thereupon the witness was sworn, by

the Hearing Officer, to tell the truth

the whole truth and nothing but the truth.)

M5. LaMENDOLA: | do.

(Thereupon the wi tness was sworn, by

the Hearing Oficer, to tell the truth

the whole truth and nothing but the truth.)

MR MARSH  Absol utely.
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HEARI NG OFFI CER ESTES: | see that you' ve passed
out a copy of witten text of your presentation here
t oday?

MR MARSH:  Yes.

HEARI NG OFFI CER ESTES: Wuld you like to have
that introduced into the record as an exhibit?

MR MARSH Pl ease. Thank you.

HEARI NG OFFI CER ESTES: |1'mgoing to go ahead and
do that at this tine. And we'll introduce that into the
record as Exhibit Nunber 46. So can you do that before
you proceed to make your -- to provide your testify today.

(Ther eupon the above-referenced docunent

was marked by the Hearing Oficer as

Exhibit 46.)

HEARI NG OFFI CER ESTES: Al right. Now, both of
you can now proceed.

MR MARSH M. Hearing Oficer, nenbers of the
panel: M nane is Mke March. |'mthe Chief Executive
Oficer of Western United Dairynen. |'malso a Certified
Public Accountant |icensed to practice in the State of
California.

Wth ne today is Tiffany LaMendol a, Director of
Econonmic Analysis. W'Il be sharing the testinony on this
t oday.

An el ected board of directors governs our
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policies. Qur association is the |argest dairy producer
trade association in California, representing
approximately 1,100 of California's 2,000 dairy famlies.
W are a grass roots organi zati on and headquartered in
Mbdest o, California.

W are grateful for the call of this extrenely
i mportant hearing based upon our petition. An extensive
process was used to arrive at the position we'll present
here today. Western United Dairynen starts the process
with a conmttee of dairy | eaders fromaround the State.
They ship mlk to all type of plants, and many effectively
serve the industry on other boards.

At the committee level, nenbers analyze in great
detail data provided by staff and the Departnent. The
conmittee conducts |ong and thoughtful discussions of all
side of the issue at hand. Committee recommendati ons are
presented to the board of directors for review,
nodi fi cati on, and approval. The comittee net January
6th, 2003, and the board of directors net January 7th,
2003, to approve the position we will present here today.

There are nmany conponents of our current Cass 4a
and 4b price formulas that nust be updated. W are
grateful that the Departnent's nade avail abl e severa
studi es that can be used to acconplish this goal. It is

no secret that producers are facing prices that are at
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historical lows. These extrenely |ow prices have been
coupl ed with higher feed costs, putting many producers in
extreme financial distress with no reprieve in the near
future. Qur petition will not solve the situation, but it
wi Il make certain that the correct level of revenues are
paid into the pool and distributed to producers. It is
vital to the health of the entire dairy industry that the
pricing formulas upon which we rely are accurate, updated,
and fair.

In our testinony today we will outline our areas
of concern, discuss proposed sol utions, and provide
supporting informati on for each of our proposals.

O great concern to our nmenbership is the current
di sparity between Cass 4a and 4b prices in California and
Cass IVand dass Il prices in federal M|k Marketing
Oders. Areviewof Oass 4B and ass IIl prices shows
that on average, from January 2001 to Decenber 2002,
California's 4b prices average $0.46 per hundredwei ght
lower than dass Il prices.

When using the Aass 4b formulas currently in
place, this disparity increases to $0.50. O even greater
concern is the inplenentation of the Federal Order fina
ruling on Class IlIl and IV prices. Once in place, the
di sparity between Cass 4b and Class IIl will rise to

$0. 71 per hundredwei ght. Though there are inherent

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

21
differences in the pricing fornulas, we feel closer
alignment to Federal Order prices is attainable.

Concerns have been expressed that the regul ated
price in California is a true regulated price that nust be
paid versus a regulated price in federal orders, which
does not have to be paid by cooperatives, and in nany
cases is not paid by private entities because they
de- pool

This is a legitimte concern. However,
cooperatives in California has the sanme option as those in
federal orders, and a cursory review of prices over the
past two years tells us that plants are not choosing to
de-pool in federal orders.

Qur data is attached that conpares uniform bl end
prices to Cass IlIl prices. It is our understanding that
de-pooling will occur when the plant's in-plant blend
price, or Class IlIl price for a cheese plant, is greater
t han the announced uniformblend price. Here the
processor obligation to de-pool is greater than his credit
back out. Data shows that this situation has occurred in
only one nonth over the past two years, and that was
Cct ober 2001, for the Western and Pacific Northwest
orders. Those plants located in de-regul ated areas are
likely paying prices equal to or greater than the Federa

Cass Il price to their producers. These plants nust be
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conpetitive in order to attract an adequate m |k supply.

Additionally, a review of Cass 4a and dass |V
prices show that on average, from January 2001 to Decenber
2002, California's price has averaged $0.32 per
hundredwei ght | ower than the federal prices. Wen using
the 4a formulas currently in place, this disparity
increases to $0.42. Once the final ruling is in place,
the disparity between Cass 4a and Class IV will decrease
to $0.28 per hundredwei ght.

The Federal O-der Reform has made substantia
changes havi ng successfully brought federal order pricing
nore in line with conponent pricing in California.
However, we cannot overl ook the current disparities and we
surely cannot overlook the large disparities that wll
occur given the proposed changes to federal order pricing
f or mul as.

It is inperative, for several reasons, that
California's pricing maintain a close relationship to
federal order prices. It is only fair that California
producers capture incone that is equitable and in
alignment with producers in federal orders. The
regulations in the dairy industry were devel oped to
mai ntain an orderly and stable narket for mlk and dairy
products both in California and nationwi de. The

fluctuations and increasing disparity between the prices
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in California and federal orders is contributing to the
degradation and stability that California and Federal M1k
Market Orders strive to maintain.

Dai ry organizations across the nation have
expressed their concern with the current price
di fferences. Because processors outside the State are
currently at a significant conpetitive di sadvantage to
processors within California, many fear that those
processi ng conpani es that have the ability to do so wll
nove their operations to California or producers wll
choose to vote out their federal orders. |f this occurs,
dairy producers outside the State as well as in California
will suffer greatly. Processors and consumers wll be
harmed by this disruption as well.

Western United Dairynmen understands and respects
t he uni que rel ati onshi p between producers and processors.
It is a necessary relationship in which one relies on the
others. Processing plants in California nmust have the
ability to be conpetitive, both with processors inside the
State and with those outside California. Wthout
continued prosperity of a number of processing plants,
conpetition for producer nmilk is reduced. Reduced
conpetition has the potential to lead to | ower returns for
producers and erode the success of the entire industry.

W understand the necessity to keep California
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processors healthy, but we do not advocate such a huge raw
product cost advantage. The disparities can be resolved
in such a way to maintain the health of the processing
i ndustry here in California and bring equity to those
outside the State.

W' re not advocating that prices in California be
hi gher than those in federal, but rather we are asking for
closer alignnent. It is especially tinely that there are
many adj ustnments that need to be nade to the O ass 4a and
4b pricing fornmulas. These adjustnents are warranted and
supported by updated accurate data.

W will now go through each of our proposals in
detail .

MS. LaMENDOLA: Wth regard to Manufacturing Cost
Al | owances:

Qur board recogni zes that manufacturing
al |l onances are a necessary conponent of current
end- product pricing fornmulas. It is necessary that these
"make al |l owances" be set at appropriate |evels that cover
the costs of manufacturing raw mlk into butter, powder,
and cheese; no nore, no less. This puts a rather large
burden on the industry to try and ascertain what the
appropriate levels are when only a limted anmount of data
is made available to us.

Qur board, after careful review of the
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Departnent' s audited cost data, supports covering 100
percent of the weighted average cost on 80 percent of the
vol une of butter, powder, and cheese. Data rel eased by
t he Departnent on January 2nd shows this level to be 11.34
cents for butter, 14.27 cents for nonfat powder, and 15.92
cents for cheddar cheese. These nake al |l owances take into
account the August 2002 utility and 2002 | abor updates
conducted by the Departnent.

We hope to acconplish several goals by proposing
t hese make al | owances:

First, the weighted average cost to manufacture
nost of the butter, powder, and cheese in the State will
be covered. |In fact, according to the |atest cost study
data, the three powder plants and three cheese plants in
the I ow cost category will still have a wei ghted average
cost | ower than what we propose. And the butter nake
all owance is increased fromits current |evel

Second, we hope to reduce the volune of butter
powder, and cheese that is processed at a cost far |ess
t han the manufacturing cost allowance. According to
Departnment data, 37 percent of the butter, 89 percent of
the powder, and 77 percent of the cheese in the | atest
cost study was processed at a cost |ess than the existing
manuf acturing cost all owance. By |ooking at the cost

category information for powder and cheese, we can
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estimate the exchange of noney from producers to
processors due to nmake all owances that exceeded
manuf act uri ng costs.

For powder, the weighted average cost for both
the | ow and medi um cost groups were two cents and half a
cent respectively below the 16.1 cent "make al |l owance. ™"
This represents an estimated total profit of about $9.5
mllion to the six powder processing plants due to higher
t han necessary "nake al |l owances."

The analysis is simlar for cheese. The weighted
average cost for the three plants in the | ow cost category
is far below (2 1/2 cents) the 17.6 cents "nake
al l owance." This represents an estinmated total profit of
about $9.5 mllion to these three plants due to higher
t han necessary "nake allowances." Again, it is not the
pur poses of the nmake all owance to generate excess profits
for plants. The nake all owance should account for a
return on investnent, as it does with the inclusion of a
return on investnent allowance of 6.2 percent for 2001

At first glance, data rel eased by the Departnent
at the pre-hearing workshop seens to tell a different
story in regard to vol ume coverage under our proposal
However, it nust be understood that this analysis is nore
pl ant specific. |If a plant's costs are even a tenth of a

cent above the given cost, they are not included in the
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vol ume covered

For exanple, wth powder, conversations with the
Departrment indicate that in the case of our petition, if
the costs were increased from 14.27 cents, which 21
percent of the volune is covered, to just 14.5 cents,
which is less than a half a cent increase, an additiona
48 percent of the volunme would be covered. Therefore, at
14.5 cents a total of 69 percent of the volunme would be
cover ed.

This nmakes an interesting point in that,
according to Departnent data, 69 percent of the volune is
al so covered by 15.12 cents. Therefore, if 15.12 cents
were chosen due to the goal to cover 69 percent of the
vol urme, wouldn't it be nore appropriate to use 14.5 cents,
whi ch al so covers 69 percent of the vol une?

This is where we are at a di sadvant age because
specific data is not available to us. Therefore, we rely
on 100 percent of the weight average cost on 80 percent of
t he vol une.

The wei ghted average cost shoul d pick up vol une
with associ ated costs that are fractionally higher and
fractionally lower. As explained by the Departrment in
their January 2nd release in regard to butter coverage,

t he wei ghted average cost for butter at the 80 percent

I evel is the weighted average cost of 100 percent of the
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product fromthe three | owest cost plants and
approxi mately 50 percent of the product of the fourth
| owest cost plant, which gives the requisite 80 percent of
the butter.

This seens to be the best approach for the
information available to us. However, we trust that the
Departrment will closely analyze specific costs and
associ at ed vol une coverage when making their fina
deci si on.

Furthernore, we feel that by using the weighted
average cost across all plants in the cost study to set
"make al |l owances," as proposed in several of the
alternative proposals, efficiency is rewarded. The
wei ght ed average cost are skewed due to the high cost
plants that are, in nost cases, running at costs $0. 10
hi gher than plants in the | ower and even nedi um cost
groups. W realize that sone of these high cost plants
are likely balancing plants that run only when mlk is
long. These plants are essential to the industry.

But sonme of these high cost plants are likely
inefficient plants. W cannot increase nake all owances
for all the other plants beyond their actual costs to try
and cover these bal ancing or highly inefficient plants.
This would sinply transfer additional revenues from

producers to processing plants. Even if the weighted
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average costs were used, the make all owance woul d stil
fall short by $0.10 for nost of these high cost plants.

In addition, we should mention our concern over
the fact that although August 2002 utility costs and 2002
| abor costs were included in the latest cost study, it is
still based on 2001 volune. As we all know, 2001 butter
and cheese, especially butter volunme -- sorry -- powder
and cheese, and especially butter vol unes were down
significantly. In fact, through Novenber 2002 butter
production was up 12.6 percent, nonfat dry mlk up 9.8
percent, and Cheddar and Monterey Jack cheese up 9.6
percent over 2001 |evels.

Al t hough the Departnment was unable to provide us
wi th updated cost data using 2002 vol umes before the
hearing, it is obvious that the fixed and seni-variable
costs included in the manufacturing cost data woul d
decline if spread across a greater volune. W ask the
Department to take this into consideration when eval uating
appropriate nake all owances for 2003.

For Yi el ds:

Butter and Powder Yi el ds:

Western United Dairymen proposes to use the
butter and powdered yield wei ghted average -- butter and
powder wei ghted average yields as provided by the

Department on Decenber 17th. It is our understanding that
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these yields are estimated by assigning all the butterfat
loss to butter and all the solids-not-fat |oss to powder.
This conpares to the average yields estimted by prorating
the butterfat and solids-not-fat |oss as was done in the
butter and powder yield study rel eased Cctober 2002.

Qur petition proposes a butter yield of 1.211 and
a powder yield of 1.004.

Al t hough the Departnent recogni zes that these
yields are likely too |l ow, we feel that proposing these
yields rather than those with prorated | osses, industry
concern over the assignnent of loss can be mnimzed. In
the Cctober 2002 butter and powder yield study, the
Departrment, in discussing alternative nmethods of assigning
pl ant | oss, states:

"One approach was to assign all plant |osses to
butter, nonfat dry mlk, and butterm |k powder. These
yield estimates were too low. This is especially true for
pl ants where butter and powder had a small share of total
utilization. Wile butter and powder have hi gher | osses
t han ot her products, the other products do need to be
assi gned sone of the |oss."

Agai n, al though we recogni ze this nethod of
assigning loss may result in yields that are | ower than
what nay actually be obtained, we feel these yields should

agai n reduce any industry concern over |o0ss assignnment.
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We shoul d al so point out that since the
Department used receipts (butterfat and solid nonfat at
the ranch) and usage (butterfat and solid nonfat in
fini shed products), these loss factors account for al
possi bl e 1 0oss, both ranch to plant as well as in-plant
| oss. The Departnent in their January 23rd letter
confirns this.

Additionally, it also needs to be recogni zed t hat
ranch-to-plant and in-plant | osses are already accounted
for in the audited manufacturing cost data provided by the
Department. This occurs agai n because the Depart nent
reconcil es receipts and usage. This process is explained
in the Departnment's Audit and Cost Procedures Manual for
Dai ry Manufacturing Plants:

"Plant loss is a percentage cal cul ated by
subtracting the total butterfat and solid-nonfat pounds of
t he usage section fromthe total butterfat and
sol i d-nonfat pounds of the receipts section and dividing
the difference by the total butterfat and solid-nonfat
pounds of the receipts section. The higher the plant
| oss, the higher the cost per pound of butterfat and
sol i d-nonfat when all ocating indirect plant expenses."

The Departnent in their letter dated January 23rd
confirns this as well.

Finally, it is interesting to note that the yield
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estimates with all the | oss assigned to butter and powder
do not differ greatly fromthe yield estimates with
prorated | osses. For butter, the yield estimate with
prorated loss is 1.2183, and with all the |oss assigned it
decreases to 1.211.

The Departrnent did not supply as much detail ed
information with all the | oss assigned yields, so we wll
point out a few interesting observations fromthe origina
study. O the six powder -- of the six butter plants
included in the study, only one plant has a yield | ower
than the current 1.2 used, and four plants would stil
have a yield higher than the 1.211 proposed.

For powder the yield estimate with prorated
losses is 1.021, and with all the | oss assigned it
decreases to 1.012. O the 10 powder plants included in
t he study, none have a yield |lower than the current 1.0
used, and all but one plant would still have a yield
hi gher than the 1.012 proposed.

Wth the data before us, it seens apparent that
both the butter and powder yields nmust be updated. W
feel the Departnment's yield estimates provide us with the
necessary data to update a butter yield that has not been
changed since 1955 and a powder yield that has not been
changed since 1972. The receipts and usage figures cone

fromthe State's audited cost studies, and each plan in
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the study was given the chance to comment on its
i ndi vidual results before the study was rel eased.

W really see no better nethodol ogy, nor do we
have any other data available to us for estimating butter
and powder yields than that carried out by the Departnent.

Cheese Yield:

Many argunments are likely to be nmade about the
appropriate cheese yield level. Wstern United Dairynen
proposes a yield of 10.2. This proposed yield is
estimated with the use of the Van Slyke cheese yield
formula. Though ot her nmethods may have been used in the
past, it seens apparent through its use in the federa
order systemthat the Van Slyke cheese yield formula is
the nost widely accepted forrmula for estimating cheese
yi el ds.

Additionally, it is a formula upon which cheese
plants that pay yield prem uns and plants in unregul ated
areas or de-pool ed cheese plants base their payments to
producers. Wth virtually everyone else in the nation
using the Van Slyke, it seens appropriate to use it here.

Early in 2002, Dr. Philip S. Tong, professor of
Dairy Science at Cal Poly and the Dairy Products
Technol ogy Center, released data on California mlk
conposition. Data specific to California mlk conposition

has not been available in previous hearings. W have used
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information fromthis report to estinate a California
cheese yield of 10.2. Belowis a summary of the conponent
| evel s used in the Van Slyke cheese yield formula to
arrive at our proposed yield.

A few conponents warrant additional explanation
First, the fat recovery level is in line with testinony
submtted by Dr. David Barbano of Cornell University at
the May 2000 federal order hearing. In his testinony
Bar bano states:

"The val ue selected for a percent fat recovery
(in the cheese) for the cal culation can be debat ed.
However, a 93 percent fat recovery in the cheese is
achi evabl e with nodern cheese maki ng equi pnent and was
achievable in the md 1890's when Van Sl yke devel oped his
cheese yield formul a based on observati ons of cheddar
cheese naking practice in factories in central New York
over a two-year period."

Later he goes on to state, "The value of 90
percent fat recovery in the cheese is probably |ow for
| arge scal e nodern cheese factories. |In ny opinion, the
nost appropriate value to use is a default value currently
in between 90 and 93 percent." oviously, a 92 percent
fat recovery falls within this range, and it's also likely
to be supported by testinony submtted today.

As for the 38 percent noisture content, we used a
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nunber of sources. First, the noisture content of 36.92
reported in the State's manufacturing cost study includes
noi sture levels for barrel cheese. Data released by the
Department on January 27th shows that barrel cheese
noi sture | evels, which conprise 40 percent of the cost
study vol une, have averaged 35.25 percent noisture July
2000 t hrough Decenber 2001

Moi sture levels for block cheddar cheese have
averaged 38.05. Since our Cass 4b formulas are based off
bl ock cheddar cheese, the use of 38 percent noisture in
the Van Slyke fornula is justified.

It is also interesting to note that the maxi num
noi sture content for cheddar cheese bl ocks sold at the CME
is 39 percent and the mninumis 36.5.

Al so the standard noisture content for CCC
pur chases of bl ock cheddar cheese is 37.8 to 39 percent
noi sture. The price per pound for both bul k cheese
purchased by CCC, which contains |ess than 37.8 percent
noi sture, can be cal cul ated using the followi ng fornula.
Essential ly anythi ng purchased by the CCC bel ow 37.8
percent noisture is adjusted up to 39 percent noisture.

To arrive at conposition levels for mlk testing,
365, 878, we calculated the ratios of casein to butterfat
and crude protein to butterfat for mlk going into

butter/powder plants as reported by the Tong study for 364
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and 895 mlk. W then applied these ratios to 365 and 878
tests to arrive at a 3.29 percent crude protein and 77.13
percent casein as a percentage of crude protein. These
| evel s conpared to those reported by Tong for cheese
plants at 3.32 percent crude protein and 77.14 percent
casein as a percentage of crude protein.

The 3.29 percent crude protein level used is
bel ow that for the State of California as reported by the
California Dairy Herd Inprovenent Association for 2001 at
3.33 percent crude protein. It is also below the 3.32
percent crude protein levels as reported by Tong frommlk
going into cheese pl ants.

Therefore, the protein levels used to arrive at a
10. 2 cheese yield should be in line with the protein test
for all mlk across the State.

We have chosen to use conponent levels for mlk
going into butter/powder plants in order to address
concerns over pre-fortified mlk that nay be included in
the sanples for cheese plants. It is our understanding
that there are two ways in which mlk going into cheese
can be fortified. First, condensed ski mor concentrated
mlk can be added to the vats. Second, prem uns can be
paid by the plant to acquire mlk with desirable
conposition for cheese maki ng. Cbviously, one or both of

t hese net hods have been used on mlk represented in the
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Departnent's cost studies for cheddar cheese. This is why
vat tests that have 3.89 and 8.81 are reported for bl ock
plants. At this test, a cheese yield 10.64 is achieved.

We've confirmed with Dr. Tong that the sanples
included in the Cal Poly study are raw m |k sanples from
silos at the plant. This tells us that mlk represented
in the study has not been fortified by the addition of
condensed skimor concentrated m | k.

However, we realize there is still concern over
the fact that perhaps the mlk is pre-fortified by the
acquisition of mlk with desirable conponent |evels.

Agai n, we have used conposition data frommlk going into
butter/powder plants to address this concern

Furthernore, industry sources frequently indicate
cheese yields closer to 12 or 13 pounds bei ng derived from
producers' pre-fortified mlk. This yield far exceeds the
yield of 10.2 that we are proposing.

In addition, we nust nention a concern of ours.
This is the fact that producers may pay for sone
fortification of cheese nmilk through the "make al |l owance."
It is our understanding, per the Decenber workshop as well
as discussions with the manufacturing cost unit, that the
cost studies include any costs, above the raw product
costs, of condensed skimor other products purchased

outside the plant that are used for fortification
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pur poses.

For exanple, if the plant buys outside condensed
skim anything greater than the raw product price would be
i ncluded as a plant cost and, thus, reflect in the
manuf act uri ng cost al |l owance.

Theref ore, producers may be paying part of the
costs to acquire products with which to fortify vats but
are not credited the subsequent higher cheese yield. This
hardly seens equitabl e.

Finally, we expect that some may argue that
cheese yields need to be |lowered to account for
ranch-to-plant and in-plant | osses.

In regard to ranch-to-plant |oss, we again note
that sanples taken in the Tong study were fromraw mlk in
the silos at the plant. These tests are for mlk at the
plant, not at the ranch. The conponent |evels reported
al ready account for any possible [ oss occurring fromthe
ranch to the plant.

Any in-plant loss should sufficiently be
accounted through the audited nmanufacturing cost data
provided by the Departnment. This occurs again because the
Depart ment reconciles recei pts and usage and, as stated
earlier, this process is explained in the Departnent's
Audit and Cost Procedures Manual for Dairy Manufacturing

Pl ant s.
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Furthernore, the in-plant | oss that occurs from
pl ants during the manufacturing of cheese will be
accounted for as whey loss in the manufacturing cost
audi ts conducted by the Departnent. Conversations with
the manufacturing cost unit indicate that if the loss is
non-vi abl e whey that pounds of butter fat and solid nonfat
are added back into the cheese when allocating genera
pl ant expenses. This will increase nmanufacturing costs
for cheese.

W al so understand that disposal costs for any
non-vi abl e whey are included as a direct disposal cost in
t he manufacturing cost data.

The Van Slyke fornmula by its very nature, through
the use of the fat recovery percentage and the constant
.01 expected casein |loss, also accounts for the fact that
not all the protein or fat present in the vat is captured
in the cheese. This indirectly allows for conmponent
| osses after the vat. Though our proposed whey powder
yield also takes this into account, we again reiterate the
fact that any | oss of non-viable whey is picked up in the
manuf acturing cost figures.

Though we feel the aforenentioned itens
adequately account for all the | osses that nmay occur, we
have gone one step further to address concerns. W asked

oursel ves, what are the actual butterfat and solid-nonfat
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levels of milk in the vat? The followng is what we have
to work wth:

Cost study vat information represents fortified
mlk. Tong data for cheese plants may represent
pre-fortified mlk, but it does not represent mlk further
fortified by condensed. Both data sources indicate butter
fat and solids-nonfat above average California mlk tests.
Even mlk going into butter/powder plants has a higher
t han average solid-nonfat test.

So what is the appropriate butterfat and
solid-nonfat to use when trying to account for
fortification and | oss? W feel that 365, 878 used in the
current 4b fornula is reasonable. These |evels are bel ow
both the fortified vat tests as well as below the test of
mlk at silos, at cheese plants reported by Tong.

The Departrent in current Cass 4b fornmulas with
the use of 365, 878 recognize this is slightly higher
butterfat and solid-nonfat content of milk in the cheese
vat. W have continued with this line of thinking. The
365, 878 tests are slightly lower in butterfat content and
slightly higher in solid nonfat content than that seen in
the average California mlk. They are also sightly higher
in butterfat and lower in solid-nonfat than nilk goi ng
into butter/powder plants.

By using 365, 878 versus the 372, 894 reported by
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Tong for cheese plants, we have accounted for .07 percent
fat and .16 percent solid nonfat difference. This
di fference should, in addition to the cost studies,
account for | oss occurring between the silo and the vat as
wel | as account for differences between pre-fortified and
non-fortified mlk.

And, again, applying these tests to mlk going
into butter and powder plants, we have further alleviated
concerns over pre-fortified mlk. Therefore, given the
above nethods for accounting for |oss and best estinations
using data available, we feel loss factors, both
ranch-to-plant and in-plant, as well as fortification are
nore than accounted for here. For this reason we believe
our proposed cheese yield is both credible and fair to all
parties.

Adj ustments to Chicago Mercantil e Exchange Cheese
and Butter Prices:

As it was explained to us, these adjustnents to
the CME prices should result in prices that would mmic
butter and cheese prices received by California plants.

I nstead of actually surveying plants weekly or nonthly, as
is done for California Gade A and Extra Grade nonfat dry

mlk, we sinply use the national nmarket prices and adj ust

themto accurately reflect sales prices in California.

This is the goal of the end-product pricing
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formulas. Start with a price of the finished product, in
our case, the price in California, and work backwards
through yields in manufacturing costs to establish a price
for rawmlk in California.

One coul d argue that this adjustnment should be
t hought of as transportation costs. Undoubtedly, the
difference likely approaches transportation costs, as they
woul d be a major factor in the selling price of butter or
cheese, but there are likely other factors at play. |If
cheese or butter manufacturers are selling product outside
the State of California, they will need to account for
hi gher transportation costs. But they will also be
pricing conpetitively to capture market share as well as
pricing based on the quality of their product or perhaps
conpany service

Looking at this adjustnment as solely
transportation would al so suggest that all the butter and
cheese in California is shipped to Chicago. Wth over 34
mllion people in California capable of consum ng roughly
4.6 pounds per capita of butter and 29.9 pounds per capita
of cheese per year, this hardly seens the case.

Though California is likely a net exporter of
butter and cheese, these nunbers show that nearly 40
percent of the butter and 63 percent of the cheese

produced in California in 2001 coul d possi bly have been
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consunmed in California. Therefore, this brings us back to
our original statenent that the adjustnent should result
in butter and cheese prices that accurately reflect what
butter and cheese manufacturers are receiving for their
products in California, taking all factors into account.

The butter and cheese sales data is the best data
avai |l abl e on which to rely when setting this adjustnent.
Though we woul d have |iked to see data updated through the
end of 2002, we propose using the averages rel eased by the
Department on Novenber 26t h.

For butter, the data indicates that, on average
January 2001 through Septenber 2002, butter in California
sold for 3.32 cents less than butter at the CVE. For
cheddar cheese, the data indicates, on an average January
2001 through July 2002, cheddar cheese in California sold
for 3.21 cents |ess than cheddar cheese at the CMVE

As a side note, we are perplexed by the |large
di f ference between the 2001 and 2002 average differences
for cheddar cheese and woul d ask the Departnent to
research this before making any final decisions as to the
correct adjustnent for cheddar cheese.

Ski m Whey Powder Conponent :

W propose that a skimwhey powder conponent be
added to the dass 4b pricing fornula. The bottomline is

that, as an industry, we rely on end-product pricing
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fornmulas. Therefore, to accurately reflect the val ue of
raw m |k we nust take into account the end-products that
are made fromthat mlk. Directly or indirectly, we
currently account for butter, nonfat dry mlk, buttermlk
powder, whey butter, and cheddar cheese. However, we
over | ook ski mwhey, which is undeniably a byproduct of
cheese nmaking. Because it is a product produced directly
fromthe manufacturing of raw mlk into cheese, producers
shoul d share in its val ue.

Many argunments have been nmade in the past by
t hose opposed to including a ski mwhey conponent. W fee
it is appropriate to address several of these concerns.

I's the manufacturing of whey a cost-mnimzation
strategy or profit-generating opportunity?

First, and nost inportantly, the Departnent data
tells us that the manufacturing of skimwhey products is
no longer a cost-mnimzation strategy. Wile in the past
pl ants may have struggled to find nmeans for disposal, they
are now processi ng ski mwhey into val ue-added products.

In fact, none of the plants in the cost study are dunping
the product, and only one is selling it as aninmal feed.
The rest are manufacturing ski mwhey powder or higher

val ue whey protein concentrates. These plants represent
95 percent of the Cheddar and Monterey Jack cheese

processed in California. |If the other cheese plants in
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California are not processing whey, they're likely selling
speci alty cheeses for which much higher prices are
obt ai ned.

It is evident that there is a market for these
products and, therefore, sone of the value should be
returned to producers through the O ass 4b price.

Depart ment data shows that California now conprises 14.3
percent of the nation's skimwhey powder production and
34.1 percent of the whey protein concentrate production
This conpares to just 7.2 and 21.2 percent respectively
just five years ago.

A review of production |evels and average prices
gives us a feel for estinated revenues generated by the
sal e of these two products alone. Unfortunately, price
data is not available for whey protein concentrate greater
than 34 percent protein.

It seens only equitable that producers, given the
correct fornmula revisions to dass 4b, including a
manuf acturing cost all owance and product yield, share a
portion of these revenues generated from byproducts of
their raw mlk.

Is Cass 4b price adequately conpensating
producers for the value of their raw mlk? And will
California cheesenakers | ose their conpetitive advantage

with the addition of a ski mwhey conponent?
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Though perhaps the case in the past, California's
Class 4b price is not adequately conpensating producers
for the value of their raw nmilk. Based on our estinations
over the past two years, an average $0.37 cents per
hundredwei ght is not accounted for due to the fact that a
ski m whey conponent is not included in the Oass 4b price.

Furt hernore, when conpared to producers across
the nation, Departnment data shows that California
producers are receiving a far lower price for their mlk
going into cheese. It is apparent that the $0.37 per
hundr edwei ght makes up a large portion of the disparity
between California's Oass 4b and Federal Order dass Il
prices. Adding a value for skimwhey will not elimnate
the conpetitive advantage currently enjoyed by California
cheese nmanufacturers. It will only narrow the rather
| arge spread that currently exists.

Additionally, not only have the Federal MIk
Marketing Orders deened ski mwhey a necessary factor in
establishing a value frommlk going into the cheese,
$9. 90 per hundredwei ght support price for mlk directly
relies on a value for skimwhey as well. The Conmodity
Credit Corporation supports the price of mlk by
pur chasi ng cheese, butter, and nonfat dry mlk from
processors. It purchases these products at prices that on

average shoul d enabl e processors to pay producers the
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support price.

Though the CCC does not purchase whey powder, the
whey powder value is included in the fornula used to
derive the $9.90 support level. Therefore, the support
price programrests on the fact that producers are paid a
val ue for skimwhey powder. 1In fact, according to the
formul a, about $0.23 of the $9.90 per hundredweight is
credited to a whey powder conponent. How can producers in
California fairly benefit fromthe support price program
if their prices do not capture value for weight powder?

What about the large capital investnents that
nust be nmade by processors?

W understand that |arge capital investnents have
been nade by cheese nmanufacturers in order to be able to
manuf acture and mar ket ski m whey products. However, we
nmust note that producers have nmade substantial investnents
as well. Not only have producers nade investnments on
their own dairies and through their plants, they have al so
funded research through the nonthly advertising and
pronoti on deductions that help fund the California M1k
Advi sory Board

A study soon to be released by the Agricultura
| ssues Center at the University of California Davis
focuses on new applications for edible filns and coatings

made from whey protein and the potential gains to
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producers from adopti on of these nethods. The study,
whi | e conparing research and devel opnent expenditures to
possi bl e revenues generated fromthe new uses of whey
proteins, highlights the funding that producers have
contributed to this one single research project alone:

"From 1990 t hrough 2005, the projected date of
the first commercial adoption of whey coatings, the whey
research project will have cost at present value $4.9
mllion, including actual outlays through 2002 and an
esti mate of whey research expenditures in 2003 through
2005, based on the recent annual outl ays.

O the total research costs, $3.1 mllion have
been paid by research grants fromthe U S. dairy industry;
the California MIk Advisory Board will have contri buted
$2.2 mllion to the California Dairy Research Foundation
whi ch supports research that potentially benefits the
California dairy industry; and Dairy Managenent, Inc., and
ot her national sources will have contributed $0.7
mllion."

Furthernore, data collected by the California
Dai ry Research Foundation outlines expenditures by CMAB on
whey research projects over the last two years. Wile
nost nmanufacturers have been able to reap their benefits
of their research investnment, nost producers have not. In

fact, the Agriculture Issues Center study estinmates a
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benefit of $1.9 million could be captured by California
producers with the adoption of these new uses for whey
protein. However, without a skimwhey conponent in the
formul a, producers will never realize these revenues.

I s ski mwhey powder the appropriate cheese
byproduct to use in the dass 4b pricing fornula?

Ski m whey powder seens to be the nobst appropriate
product to use in estimting the revenues that should be
passed on to producers fromthe val ue derived from skim
whey products. Data fromthe Departnent indicates that
many plants are nmanufacturing types of whey protein
concentrates rather than ski mwhey powder. Sone plants
are al so manufacturing | actose or other products.
However, just as cheddar cheese is used as a surrogate for
all other cheeses and powder is used for nonfat dry mlk
and butterm | k powder, we can use ski mwhey powder as a
surrogate for all other skimwhey products.

Every type of cheese, 160 varieties according to
CVAB, produced in the State have different market factors
at play. However, we have chosen cheddar cheese as the
basis for the Aass 4b price. The sane can be done with
ski m whey powder .

According to the Departnment, in 2001 cheddar
cheese accounted for only 34 percent of the total cheese

production in California, though we still use it as a
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basis. The sanme can be done wth skimwhey powder.

It would be unfeasible to try and capture the
val ue generated by all ski mwhey powder, whey protein
concentrate, and |lactose products. Using ski mwhey powder
sinply provides us with the nost conservative estinmate.

Qovi ousl y ski mwhey powder, whey protein
concentrate, and |lactose all have different val ues and
associ at ed processing costs. Skimwhey powder sells for
prices fairly inline with lactose, but far bel ow whey
protein concentrate 34 percent protein or above. Though a
price series is not available for whey protein concentrate
70 percent or above, we can assune it is sold at sone
price higher than whey protein concentrate 34 percent
pr ot ei n.

Unfortunately, we have very limted data
available to us in regard to these ski mwhey products.
Due to the proprietary nature of the data obtained by the
Department, we are not privy to this information.
Therefore, we had to rely on other avail abl e published
data in formulating our proposal. Though rel eased sone
ten years ago, a well known study rel eased by the Cornel
Prograns on Dairy Markets and Policy titled "Wey Powder
and Whey Protein Concentrate Production Technol ogy, Costs
and profitability" can provide us with useful benchnarks

when estimating the net value of rmuch ski mwhey powder
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versus whey protein concentrate.

In the study different manufacturers costs were
esti mated for whey powder and whey protein concentrate.
These costs vary by plant size and production schedul es.

Usi ng the average prices above, a sinple analysis
shows that on average net return of $0.07 per pound is
obt ai ned on whey powder and 22 percent on whey protein
concentrate 34 percent. The net return on whey protein
concentrate assumes that there is a breakeven on handling
of perneate (or lactose). Data fromthe Departnment for
the 1997 hearing indicates that in '96-'97, eight of the
nine plants were doing sonmething with the | actose other
than dunping it.

ovi ously, though additional processing is
needed, these products nmay be returning sonme profit to the
plant. Though this is an oversinplified estimte of the
profitability of these products and nanufacturing costs
have |ikely changed, as long as nmanufacturing costs for
whey powder and whey protein concentrate have increased
proportionately, it serves the purpose of proving that the
use of skimwhey powder in the dass 4b pricing formula
provi des the nbst conservative estimte when estinating
the potential revenues generated by ski mwhey powder or
whey protein concentrate.

VWhat is the appropriate manufacturing cost to
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use?

Again, we are unfortunately limted with the
amount of cost data avail able for ski mwhey powder. The
cost data provided above dates back to fall 1988 and is
far too outdated to rely upon. W have proposed ski mwhey
powder manufacturing costs of 15.9 cents per pound. This
is the same manufacturing costs all owance used in federa
orders, and was obtai ned through a study conducted by the
Nati onal Cheese Institute. |In the absence of other
studies or direct evidence submtted into the record in
the latest Federal Oder dass IIl and |V hearing, USDA
decided to use 15.9 cents per pound as reported by the NC
study. This manufacturing cost seens to be in line with
i nformati on provided by the Departnent at the pre-hearing
wor kshop that indicates that skimwhey powder processing
costs fall in the higher range of nonfat dry m |k costs.

Looking at the nonfat dry milk cost data rel eased
by the Departnent, 97.2 percent of the nonfat dry mlk
volune falls in the | ow and nedi um cost category. The
medi um cost category shows a wei ghted average cost of
15.58 cents. The proposed 15.9 cents is also 1.6 cents
above our proposed nonfat dry mil|k nmanufacturing cost
al | owance.

Finally, what is the appropriate yield to use?

The yield of 5.75 per hundredwei ght of mlk can
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be derived in a few different ways. First, the Hurst
study indicates a whey powder yield 5.8 per hundredwei ght
of mlk. Using nmethodol ogy outlined by Barbano in his
testinony during the May 2000 federal order hearing, a
ski m whey powder yield of 6.1922 is obtained. And that is
attached as an exhibit. W have |owered the proposed
yield to 5.75 in order to once agai n address concerns of
| oss assignment. Though, as stated earlier, we feel this
loss is captured in the State's audited manufacturing cost
figures, we have chosen a conservative approach

W have done our best to use reputabl e sources
and met hodol ogi es in our skimwhey proposal. W encourage
the Departnent to continue to nake avail abl e as nuch data
as possi ble on the manufacturing of skimwhey and whey
protein concentrate. The formula can be further refined
as nore data is made avail abl e.

MR MARSH: There were several alternative
proposal s subnmitted to the Departnent upon the Secretary's
call for hearing on the Western United Dairynmen petition
One of the encouraging things fromthe different proposals
is that they all result in positive changes in producer
prices. Overbase price changes range from $0. 32 aver age
i ncrease including the Western United proposal to the
$0.02 increase included in the proposal submitted by the

Dairy Institute.
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California Dairy Wnen.

The proposal subnmitted by the California Dairy
Wnen mirrors a petition for a change previously subnmtted
to the Departnent by Western United Dairynen. Their
petition floors prices at the CCC purchase price. W
support the idea included in the petition to assure that
the dairy safety net intended by Congress in inplenenting
a support purchase programis not a net full of holes.

Western United -- and with regard to the Alliance
of Western M1k Producers alternative proposal

Western United supports the notion that producers
shoul d be paid for the value of all of the conponents of
their mlk through the California pooling system W
agree with increasing the adjustnent in the 4b formula to
negative .0321, but disagree with the Alliance's proposed
4b and 4a butter nake al |l owances because they are in
excess of covering 100 percent of the wei ghted average
cost on 80 percent of the product vol une.

W al so support addi ng a whey powder pricing
conponent to the ass 4b formula, as the Alliance does.
Qur board does not take position on the Alliance's
proposal to establish a true protein or other solids price
in the dass 4b formul a

California Dairy Canpaign's Proposal

Western United Dairymen supports establishing
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floor prices for butter, powder and cheese at the CCC
support purchase prices included in the CDC petition
because it copies a previously heard Western United
Dairymen petition. W disagree with the butter and cheese
adj ustnents requested by CDC because they are at odds with
those included in our own petition

W oppose the variabl e make al |l owance proposed by
the California Dairy Canpaign due to the extrenme danage
that it would cause California producers. According to
CDFA' s original analysis performed on CDC s petition
submtted prior to the workshop, CDC s petition for
average nmaeke al |l owance as conpared to current nake
al | onances and Western United Dairymen's proposed nake
al l onances are set out in the table bel ow

W note that subsequent to the hearing workshops,
CDC subnitted provisions to their original alternative
proposal, which will very slightly reduce their requested
nmake al | owance increases. On average, the variable make
al | onances as proposed by CDC woul d have caused an
estimated | oss of nearly $200 mllion to all producers for
the period 1998 to 2002. This would have cost the average
300-cow dairy an estimated additional $40, 000 due to
i ncreased "nmake al l owances." CDC s January 23rd
nodi fications do not substantially change these estinates.

CDC s costly variabl e nake al |l owance proposal s
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dai ry producers.

it would do to

W disagree with CDC s proposed powder vyield of

1.0 because it is lower than our proposed yield of 1.004.

W support CDC s proposed cheese yield

i ncrease to 10. 2
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and inclusion of a whey powder pricing conponent to the 4b

fornmul a because it mmcs the Western United Dairynen

pr oposal

Dairy Institute of California:

W take no position with regard to the Dairy

Institute's proposal to replacing the term "freight

adjustnent” in the 4a formula with "marketi ng adj ustment".

W agree with the Institute's proposa

to change the

adjustnent of the Cass 4a fornula to negative .0332

because it coincides with our own, but disagree with their

make al | owances because they are at odds with our

pr oposal

W al so disagree with all of the Dairy

Institute's proposed changes to the 4b

they are not consistent with our petiti

formul a because

on changes. Once

again we are -- the Dairy Institute al so recogni zes that

an increase in producer prices should take place.

W would like to again thank the Secretary for

granting our petition for a hearing, and hope that we were

able to disclose sone of the disparity between California
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prices and those contained in federal orders. W thank
the CDFA staff for their efforts in preparing for this
hearing as well the assistance of the hearing panel. W
woul d be pl eased to answer any questions that you m ght
have. |If possible, we would like to reserve any of our
remaining tine for rebuttal. W also request the option
to file a post-hearing brief.

HEARI NG OFFI CER ESTES: Before | proceed with
panel questions, | would like to just address three itens
related to the content of the hearing.

After conferring with the panel, it's been
determ ned that the post-hearing brief period will
concl ude on Friday, February 7th, instead of Monday,
February 10th. So any post-hearing brief nust be received
by the Departnent by the close of business on Friday,
February 7th as opposed to February 10th.

Secondly, in regard to those of you who arrived
after the beginning of the hearing, if you want to testify
today after the presentation of the petitions and the
alternative petitions, there is -- you will need to sign
up on the witness list at the back of the room And there
are Departnment staff there available to do that for you.
So | want to nmake sure that you're aware of that.

Lastly, it is anticipated that we will have a

| unch break today sone tine around 11: 30 this norning,
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goi ng fromabout 11:30 to about 12:15. O course that's
sonewhat subject to the way that testinony is presented,
and we're a little bit at the nercy of those testifying.

But that's what we tentatively are planning to
do.

And now, at this point, we can go ahead and
proceed to allow the panel to ask any questions of Wstern
United in regard to their petition

MR MARSH  Excuse nme. | requested whet her we
could reserve our renmaining tine for rebuttal

HEARI NG OFFI CER ESTES: | have like -- basically
| have here that you have about 15 minutes. Wuld that be
an acceptabl e anount of tine for that?

MR MARSH  Yes, it would.

HEARI NG OFFI CER ESTES: And | would just like to
note that in terns of people being able to testify in
regard to the alternative petitions and public testinony,
that the presenters in support of the alternative
petitions will be given 30 minutes -- up to 30 m nutes.
And then -- of which there are four. And then the public
will be allowed to testify for periods up to 20 m nutes.
And | will allow you to reserve 15 mnutes for testinony
during the public testinony period.

Does t he panel have any questions at this tine?

SUPERVI SI NG AUDI TOR HUNTER:  Yeah, let nme start
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out here. [I'Il be fast.

On page 3, when you tal ked about excess profits,
I"mnot quite sure what you're saying there. 1|s that
excess profits with the make allowance as it is? Are you
factoring in any kind of nmarketing costs in there?

MS. LaMENDOLA: We sinply took the difference
bet ween the current nake all owance in place and the
wei ght ed average cost for the different cost categories,
took the difference and nultiplied it by the vol une.

SUPERVI SI NG AUDI TOR HUNTER: Okay. And then you
call all that excess profits?

V5. LaMENDOLA: Due to higher than necessary --
nmake al | owances that are higher than their costs.

SUPERVI SI NG AUDI TOR HUNTER:  Right. Over the
make al | owance. And everything over the nake allowance is
excess profits?

MS. LaMENDOLA: That's right.

SUPERVI SI NG AUDI TOR HUNTER:  And wi t hout
consi dering any kind of marketing costs?

HEARI NG OFFI CER ESTES: Before the panel asks an
additional question, | just wanted to note for the record
that your request for a post-hearing brief is granted.

MR MARSH  Thank you.

SUPERVI SI NG AUDI TOR HUNTER.  The only ot her

question |I have is around pages 9 -- no, |I'msorry --
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around 10 and 11. On your whey conponents and your whey
powder conponents, is there any consideration on the
solids-not-fat |osses that are in nost, if not all, of the
cheddar plants in California even after the processing of,
say, WPC or |actose? There's always sone solids-not-fat
loss. Are you factoring in any kind of raw product costs
in that solids-not-fat |oss?

MS. LaMENDOLA: W try to capture that in
lowering our yield to 5.75 fromthat. That woul d have
been i ndi cated through Barbano's nethodol ogy. But, you
know, as the cost studies now don't reflect raw product
cost for any loss, we didn't do that in our whey yield
ei ther.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. That's all |
have.

AGRI CULTURE ECONOM ST GOSSARD:  Wth regards to
your proposal on the whey conponent for the O ass 4b
pricing fornmula, you're proposing to use a -- starting
over.

I n your proposed whey fornmula for the 4b pricing
formula, the whey price you use is the sinple average of
t he nost range whey, skimwhey powder prices reported in
Dai ry Market News.

Why did you choose this price as opposed to the

mass ski m whey powder price?
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MS. LaMENDOLA: | think we thought it was nore
representative of prices here in California where --
al t hough the mass does conprise plants in California, we
may have had a | ook at anot her adjustnment for sonething
like we do to cheese and butter. It just seenmed pretty
representative of prices here in California.

AGRI CULTURE ECONOM ST GOSSARD:  Wen the
current -- or the pricing forrmula you used that vyielded
10, with a fat and solids-not-fat test of 3.65 and 8. 78,
prior to the current factors the Departnent used a yield
of 9.8. Wien the yield was noved from9.8 to 10, there
was also an increase in the fat and solids-not-fat
conponent s.

Now, you're noving a yield from10 to 10.2. Wy
are you not increasing the conponent |evels at the sane
timeinit?

M5. LaMENDOLA: | think there's better data
avail able today to -- that we used in the Van Slyke. And
we just sinply left the conponents, took the appropriate
ratios that are currently in the Tong study, and applied
it tothe tests that are in place today. There's just
nore data -- there's better data.

AGRI CULTURE ECONOM ST GOSSARD:  Now, finally,
referring to the Van Slyke formula. Mich of the

paraneters that you used in the forrmula were California
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based. 1In the case of the fat recovery you're using 92
percent fromtestinmony by Dr. Barbano. Do you have any
data to suggest what the California fat recovery might be?

V5. LaMENDOLA:  Unfortunately, we don't. | mean
that's where we're limted. W haven't -- we don't have
anything fromthe Departrment. And | don't know if that's
somet hing you can rel ease. So basically we have to go
of f, you know, credible sources.

AGRI CULTURE ECONOM ST GOSSARD:  Did you ask the
Departrment for such data?

MS. LaMENDOLA: No, we did not.

AGRI CULTURE ECONOM ST GOSSARD:  Finally, on page
8 of your testinony, again referring to the Van Sl yke
formula, you nentioned that you used a factor of 0.1 for
casein lost in whey.

VWhat is the basis for using 0.17?

MS. LaMENDOLA: Onh, that's just the fact that
that's in the Van Slyke formula -- currently in the Van
Sl yke formul a.

AGRI CULTURE ECONOM ST GOSSARD:  But what's the
basis for -- you gave a basis for the other factors. Do
you have a basis for the 0.1?

MS. LaMENDOLA: No, we just took the Van Sl yke
formula as given, and changed the conponents that -- it's

nmy understanding that that's a fixed conponent.
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AGRI CULTURE ECONOM ST GOSSARD:  There's also a
conponent that adjusts for other solids of cheese. In
your testinony you didn't nmention what nunber you used for
that factor in the formula.

V5. LaMENDOLA: Are you referring to the 1.09
or --

AGRI CULTURE ECONOM ST GOSSARD: D d you use 1.09?

M5. LaMENDOLA: Yes, we did

AGRI CULTURE ECONOM ST GOSSARD:  And, agai n, what
basis did you have for using 1.09 in the fornul a?

V5. LaMENDCOLA: Just that it was an inherent part
of the Van Slyke fornmula.

AGRI CULTURE ECONOM ST GOSSARD: | have no further
guesti ons.

DAI RY MARKETI NG BRANCH CHIEF I KARI: | notice in
your testinony that the board of director's approved the
testimony on January the 7th. Was the board aware of the
data that the Departnent distributed and made public
regardi ng the anal ysis of the percent of volunme covered
when they took a position?

MR MARSH: | don't believe that infornation was
made available to us prior to the date of the hearing.
Actually I know it wasn't.

DAI RY MARKETI NG BRANCH CHI EF | KARI: That's

correct. Well, that's correct, because the workshop was
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on the 22nd, and you net and approved the -- Wstern
United board approved it on the 7th. But do you have an
opi ni on whet her or not the information in that vol une
coverage woul d have an inpact on their policy?

MR MARSH: | wouldn't speak to the opinion of
the Board. | would -- | think that it would have been --
if it had been nade available to us prior to that date,
then we coul d have presented that information also to the
Board of directors.

DAl RY MARKETI NG BRANCH CH EF | KARI: So | assune
that you did not nake the information available to your
board after the workshop?

MR MARSH: As indicated in our testinony, we
nmet -- we had the neeting on January the 6th, back --
board neeting on January 7th. And as a grass roots
organi zation, we have a commttee structure that we work
through in order to nmake reconmmendations to the board of
di rectors.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Do you have
a feel as to whether or not that might -- the infornmation
had a probability of affecting the position that the board
took with respect to the proposal ?

MR MARSH  Well, historically Wstern United
Dai rynmen has had a position supporting covering 100

percent of a wei ghted average cost and 80 percent of the
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volume. And that was informati on we asked for from M.
Hunt er .

And so as we devel oped that information, we asked
for that fromthe State. That was provided to us.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Are you sure
that that was the position of Western United, 100 percent
of the wei ghted average?

MR MARSH  Actually -- to correct nyself, it
hasn't been that all of the time. Because in the May 2001
hearing they went to covering 95 percent of the weighted
average cost, to the hearing we had in Novenber 2001, it
covered -- let ne see, we covered 100 percent of the
wei ght ed average cost using the Septenber utility updates.

So it has varied fromtime to time.

DAI RY MARKETI NG BRANCH CHI EF | KARI: Let ne
rem nd you -- and excuse ne -- perhaps | can help you. 1In
Fresno '97, Jay Could testified -- at that tinme he
testified that you were trying to cover -- Wstern
United's position was to cover 80 percent of the vol une.
But at that hearing, the board of directors of Wstern
Uni ted proposed that 70 percent of the volune of cheese,
butter, and powder be covered by the nmake all owance. So
your position today is a little bit different than was the
position in '97.

MR MARSH Well, this was a position that was
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adopted by the board of directors at our neeting on
January 7th

MS. LaMENDOLA: David, if | mght. | was not
there obviously then. But you indicated that in those
nunbers the cost study categories -- the | ow and high
medi um cost categories were used to establish that
posi tion.

So in that case, it would al so be a wei ghted
average. | think that's what you indicated to nme in our
previ ous conversati ons.

DAl RY MARKETI NG BRANCH CHI EF I KARI: | can only
read what Jay Gould testified, and says that only the cost
associ ated with 70 percent of the volune of product
manufactured will be covered by the nake all owance.

MR MARSH  And, again, as Ms. LaMendol a
i ndicated in her conversation with you, M. Ilkari, that
seened to be a weighted average as wel |

DAl RY MARKETI NG BRANCH CHI EF | KARI: Ckay. How
does the Western United board reconcile -- naybe they
haven't | ooked at this -- covering the different
percentage on butter versus powder versus cheese?

MR MARSH Wl |, again, the board made the
recomendati on to cover 100 percent of the weighted
average cost on 80 percent of the volune from data

supplied to us by the Departnment on January 7th, 2003.
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DAI RY MARKETI NG BRANCH CHI EF | KARI:  That's why |
asked the question, whether or not these data woul d have
an inpact on their decision?

MR MARSH: | don't nake board decisions. The
board makes board deci si ons.

DAI RY MARKETI NG BRANCH CHI EF | KARI:  Ckay. |
have no further questions.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (On page 4 of
your testinony, you speak to butter and powder yields. By
your discussion and your testinony, | see you're fanmiliar
with the nethods used to obtain yields that -- rel ease
notice | ast year?

V5. LaMENDCOLA:  Yeah. You know, obviously I'm
not as famliar as you guys are. But through discussions
and wor kshops, we feel we're pretty famliar.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (kay. Based
on your know edge of the nethods that were used, do you
think that that kind of an approach allows you to give
yields to the kind of decision, in your case three decinal
poi nts that you've nade there, 1.211 on butter and 1.004
on powder ?

MS. LaMENDOLA: Surely you can round it if you
woul d I'ike. But we just went with what the Departnent
rel eased.

SENI OR AGRI CULTURAL ECONOM ST ERBA: VWhat woul d
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you like to round it too?

M5. LaMENDOLA: 1'Ill leave that up to you, FEric.

(Laughter.)

SENI OR AGRI CULTURAL ECONOM ST ERBA:  This is kind
of a follow up question that has to do with your cheese
yield. It goes along the sanme lines. You proposed a
yield of 10.2. If you obtained the yield of 10.2 fromthe
approach you used in the Van Sl yke, obviously you get nore
decimal points than just one. So why did you round this
one to one deci nmal point?

V5. LaMENDOLA:  Ch, okay. Well, you didn't
provide us with this data. And it's the case that's
been -- a cheese yield before. W tried to stay with
t hat.

On butter and powder we tried to use exactly the
data that the Departnent provided to us.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (kay. This
isinreference to the table up at the top of page 11
whi ch | ooks at the price and revenues generated from ski m
whey powder and whey protein concentrate.

You have any idea what associate costs there
m ght be with the nunber you generated or in the plant to
maki ng any profits at all?

M5. LaMENDOLA: No. And this wasn't neant to

inmply these are profits. These are just sinply
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W've attenpted to estimate a cost through our 15.9 cent
nmake al | owance.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Okay. |
have no further questions.

Thank you.

DAI RY MARKETI NG BRANCH CHI EF I KARI: | have just
one ot her question

On page 2, under | guess it's the 4th paragraph
there's a sentence there. | wonder if you could
el aborate. |'mnot sure what you nean. "The fluctuations
and increasing disparity between the prices in California
and federal orders is contributing to the degradation of
stability."

MR MARSH I'msorry. |If | could just ask for
the -- where did you read --

DAI RY MARKETI NG BRANCH CHI EF I KARI:  Well, it's
the fourth paragraph and the | ast sentence in the
par agr aph

I was wondering if you coul d el aborate on what
you nean there.

MR MARSH  "The fluctuations and i ncreasing
di sparity between the prices in California and federa
orders is contributing to the degradation of stability

that California and Federal M|k Market Orders strive to
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mai ntain. "

One of the goals of course, as you know, M.

I kari, with regard to the purpose of the market orders is
to provide stability to the marketplace for both the
producer and consuner as well as to the processor

The relative low prices that we have in
California conpared to federal orders has created
stability without the State. Inside the State has
relative low prices, of course causing a great deal of
financial distress on dairy farnmers in the State because
we don't enjoy, you know, the sane relatively high
pricing, conparing our price to what they do in federa
orders. So, therefore, it has created a degradation of
stability of orders.

One other item just to junp back to a previous
qguestion, on asking about the other exhibit that was nade
avail able to us at the workshop. W also -- the board was
al so not provided access to volunme information with regard
to manufacturing cost allowance, which of course is -- we
would all agree -- will substantially change sone of the
figures included in the table of Departnent on January
22nd wor kshop.

HEARI NG OFFI CER ESTES: Do we have any nore
questions related to the petition?

Al right. Thank you very much, both of you.
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At this tinme, representatives of the California
Dairy Wonen Association, Aliance of M|k Producers, the
California Dairy Canpaign, the Dairy Institute will now
receive 30 minutes each to present their alternative
petitions.

Testinmony shall be received in the foll ow ng
order. First, the California Dairy Wnen Associ ation
then the Alliance of MIk Producers, then the California

Dai ry Canpaign and, lastly, the Dairy Institute.

71

So if the representatives of the California Dairy

Winen Associ ati on woul d cone forward for the presentation

of their alternative petition at this tine.
(Thereupon the witness was sworn, by the
Hearing Oficer, to tell the truth, the whole
truth and nothing but the truth.)
MS. LOPES: | do.

HEARI NG OFFI CER ESTES: And | have a copy here

of -- a witten copy of your planned testinony here today.

Wuld you like that entered into the record as an exhibit?

M5. LOPES: Yes.

HEARI NG OFFI CER ESTES: The witten statenent
shall be entered into the record as exhi bit nunber 47

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as

Exhi bit 47.)
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HEARI NG OFFI CER ESTES. Pl ease proceed with your
t esti nony.

MS. LOPES: M. Hearing Oficer and menbers of
the panel: | am Linda Lopes, President of the California
Dai ry Wonen Associ ation, and also a dairy producer from
Turl ock, California.

CDWA has filed a proposal to change California's
Cass 4 pricing formulas. This proprosal is filed on
behal f of the nmenbership of the California Dairy Wnen
Associ ation. CDWA represents 180 dairy producers from
Sononma to Tehachapi .

The CDWA is a unique group. W do not claimto
be experts in mlk pricing formulas. Mst of our nenbers
are in charge of the financial business of the dairy
operation. W have becone experts in bal ancing the
checkbook and know edgeabl e in the business's income and
expenses. W know that we are not covering our costs of
production with the prices we have received in the past
six months. W al so do the shopping and are aware of the
retail prices for dairy products. W know that we are not
receiving our fair share of the market price.

The CDWA request 4a and 4b prices be established
at the higher of the calculations of market prices or the
USDA announced support price. W know the support price

is far fromcovering our costs of much production.
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However, we are confident that the support price of $9.90
was i ntended by Congress to be the base for our price. W
are aware, due to the California 4a and 4b pricing
formulas, that the result is a decrease of approxi nately
$.10. Thus our support price would be $9. 80.

The CDWA proposal was offered to stop prices from
falling bel ow support. W are confident that our proposa
woul d validate any price relief proposal that may be
granted fromthis hearing.

The California mlk pricing systemis unique in
itself. By adding this concept, California would stil
mai ntain a conpetitive advantage in the national market.
Wth California' s volunme of production, we set the pace
for commodity val ues.

The dairy price support program needs to function
as it was intended, supporting the price of mlk at the
dairy, close to $9.80. That has not been the case in the
past three years.

Si nce January 1, 2000 there have been ten nonths
during which the National Agricultural Statistics Service
cheese price averaged bel ow the Commodity Credit
Cor poration block cheese price. 1In 9 out of the last 35
nmonths, the dass Il price in federal orders has been
less than 3.5 percent butterfat support price of $9.80.

In one nonth the Cass IIl price was $8.57, and in Year
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2000 the dass Il price averaged $9. 74, bel ow support
price for the year. That hasn't happened since 1986 when
the support price was $12. 60.

In the past year of 2002, there were three nonths
that the overbase was under $9.80 support price. It is
projected to be below for January and February of 2003
al so.

Today, sone manufacturers are succunbing to
pressure frombuyers to continue to sell directly to them
at per pound prices considerably bel ow the support price.
These decreased prices are passed down to the California
dai ry producers.

Thi s marketing schenme does two econonically
devastating things to California producers. It elimnates
the price safety net and drops their pay far bel ow
support. It allows accunul ation of cheaply priced cheese
solely in the hands of commercial marketers, indefinitely
prol onging the period until producer price recovery would
ot herwi se normally occur. Wile this nmarketing strategy
presses California producer prices continually downward
the system al |l ows cheese nmanufacturing plants to continue
with their operating margi ns (rmake all owance) in place.

Fl ooring the 4a and 4b prices at the higher of
the narket price or the $9.80 support price will not

stinmul ate production since according to the CDFA
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cost of production.

The Departnent identifies the Year 2002 to date
average cost production at $12.98. During this time of
record low mlk prices to producers, the prices to
consuners have not decreased accordingly.

W are requesting nodification of both dass 4a
and 4b petitions, in order to be fair to both
manufacturing entities and to prevent butter and powder
manuf acturers from being coerced into simlar
bel ow support-price selling to accommodate their buyers.

W bel i eve these price-nodifying provisions, 4a
and 4b, should be inmediately put in place. Many
prom nent dairy econom sts are projecting an extended
peri od before producer price recovery begins. It is
i nperative that the total product value is adequate to
cover both the cost of processing and producing mlK.

According to the Departnent of Food and
Agriculture's cost study the average cost producing mlk
for Septenmber to Cctober 2002 was $13.28. That is $.10
per hundredwei ght great than July through August 2002,
$. 03 per hundredwei ght greater than July through August
2001. This is $3.63 per hundredwei ght greater than the
base peri od.

Costs of production has been rather constant.
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However, the milk prices continue to stay bel ow i nput
costs. The Novenber 2002 milk price is $9.74. Wth these
costs, that is a difference of $3.54 per hundredwei ght.
For a 500-cow dairy, using the State herd average of
approxi mately 20,000 pounds of milk annually, that is a
$29,205. That is just the loss for one nonth.

W are experiencing many increased costs:

The increase in nake allowance to the plants due
to their increased costs; the increase in m ni mum wage;

i ncreases in our workers' conpensation rates due to the
passing of Bills SB 749 and AB 486; and increases in
costly environnental regulations. The Iist goes on and
on.

How do you think we can cover these costs? W
cannot pass the increases on to anyone. W are at the end
of the line. The only way is for the Departnment to now
i ncrease our price. | knowthat by putting a floor on the
price will not cover these costs, but it will stop our
prices fromgoing bel ow $9.80. Prices bel ow support are
not doabl e.

The USDA has suppl enented our incomes for the
Mar ket Loss I ncone Contract paynments of $1.39 to $1.59
based on 45 percent of the difference of $13.69 per
hundredweight. In California, soon these paynents will be

ending. W wll now feel the inpact of these low mlk

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

77
prices even nore.

The dairy price support program has been one of
the nost effective governnent prograns. It inpacts al
dairy farmers equally, regardl ess of the size of the
dairies or where the dairy is located. It costs the |east
of virtually any other agriculture program

The dairy business is at this very nonent
di sintegrating before our own eyes. The nunber one in
production is your own state. And you now have a choi ce
as to whether you will choose to take steps and try to
salvage it or you will allowit to die. The dairy
industry is not an "it" but rather a living thing,
conposed of living aninmals that once dead cannot be
resurrected. The milk price dilenma facing the mlk
producer is not relevant to just issues before you in this
heari ng.

More has to be done to salvage this industry.

You cannot hold industry in bondage and torture themin
this way and at the sane tinme order themto suffer in
silence. For no other industry is tied to the floor

wi t hout a sense of conpassion and without the ability to
pass on to the consuner their price of production just as
other industries pass on to us.

Even t hough we are an industry which is al so

af fected by the elenents and so many ot her issues, we find
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oursel ves on our knees before those that have control over
our prices and who insist on having a systemthat holds us
down on our knees without the capability of passing on the
cost of production to the consuner as other industries do.

You are the ones in power in the State of
California who can appeal on behalf of our industry and
make t he necessary changes that are needed at the State or
national level. It's in this place right here that it
must all start. And again | repeat, the problemin the
i ndustry is beyond the issues at hand in this hearing
today. This is just the begi nning of what nust be done.

What the dairy industry is experiencing in this
day and age is unjust and pure torture, torture w thout
nmercy, unacceptable. Dairymen are now receiving prices
that were received in the 1970's when the cost of
production was a fraction of what it is today.

California mlk producers are number one
nationally for production and quality. W have invested
mllions of dollars in our businesses to do this. Mny
ot her support businesses, both small and | arge, depend on
a dairy industry to survive in their business also. W
all hear how bad the econony is in our state. Please
accept the CDWA proposal, and that will be the begi nning
of an econony on the rise.

The California Dairy Wmen Associ ation would |ike
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to thank the Western United Dairynmen for their persistence
in the call of this hearing. CDWA supports all dairy
organi zations that have subnmitted alternative proposals
that will give producers price relief. W believe that
our proposal is a first step for a price relief. Wthout
a mninmumprice tied to the support program all other
price relief proposals presented at this hearing would
only be tenporary due to nmarketing trends.

I know you are very know edgeabl e on the dairy
situation. | just feel that it is a shanme that the nunber
one dairy state for production is the |owest priced dairy
state.

CDWA is requesting that Secretary Bill Lyons and
CDFA take the initiative to work at the national level to
bring energency price relief. | leave this problemin
your very capable hands, and | thank you for your tine.

(Appl ause.)

HEARI NG OFFI CER ESTES: Do we have any pane
questions for Ms. Lopes?

SENI OR AGRI CULTURAL ECONOM ST ERBA: | have one
guesti on.

Ms. Lopes, you're aware that we have severa
alternative proposals before us, sone of which increase
the class prices and pool prices dramatically over what

you' ve suggested. Do you have any feel for those
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proposal s in support of?

M5. LOPES: Like | said, I'min support -- we are
in support of anything that brings price relief.

But without a floor, that could only be
tenporary -- the other thing could only be tenporary and
we could go down bel ow support again. That's why our
first step is putting the support price in, and then go
above that because you know $9.80 is not enough. And
t hose other ones would just add to it and we woul d pay for
the rest in that way.

SENI OR AGRI CULTURAL ECONOM ST ERBA: (kay. Thank
you.

HEARI NG OFFI CER ESTES: Does anyone el se have any
questions for her?

Al right. Thank you very much for your
testinmony here today.

And we will now proceed to take testinony from |
believe, the Alliance of MI|k Producers.

M. Tillison

MR TILLISON: Yes, sir.

(Thereuopn the witness was sworn, by the

Hearing Oficer, to tell the truth the

whol e truth and nothing but the truth.)

MR TILLISON | do.

HEARI NG OFFI CER ESTES: And | see that we have a
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witten copy of your planned testinony today. | assune
that you would like to have this entered into the record
as an exhibit?

MR TILLISON: Yes, | would. And | would al so
like to request the opportunity to subnmit a post-hearing
brief.

HEARI NG OFFI CER ESTES: Your request is granted.
And |'msure you're aware, as | stated earlier, that the
deadline for that is at the close of business Friday,
February 7th, not Monday, February 10th.

Your statenment shall be entered into the record
as Exhi bit Nunber 48.

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as

Exhi bit 48.)

And you nay now conmence your testinony.

MR TILLI SON. Thank you.

M. Hearing Oficer, nmenbers of the hearing
panel: M nanme JimTillison, CEO of the Alliance of
Western M1k Producers. | amtestifying today on behal f
of the Alliance and its nmenber cooperatives as directed by
the board of directors.

The Al liance cooperative nmenbers both supply nilk
to and process mlk into all of the uses of mlKk.

Al nost two years ago the Alliance proposed addi ng
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a whey revenue factor to the dass 4b formula. At that
time, the Departnment gave a nunber of reasons for
rejecting taking that step, not the | east of which was
mlk price |evels:

"The Departnent considered the relative market
val ue of whey, but considered other rel evant econonic
factors as well -- the current level of mlk production
t he nunber of cows m | ked and prices received by
producers. None of these three primary economc factors
indicates that a price increase is warranted. In
conbi nati on these three factors outwei gh any consideration
given to the relative market val ue of products yiel ded
frommlk."

The Alliance believes that good policy decisions
shoul d not be rejected for econonic reasons. Sound
policy, not tenporary econom c conditions, should be the
basi s for Departnent decisions. Sound policy decisions
will result in a pricing systemthat works. Decisions
nmade on the basis of current economnmic conditions are bound
to be ineffective and ultimately short-1ived.

Section 62076 of the Food and Agricul ture Code,
as passed by the State Legislature, clearly identifies
what it considers to be the major rel evant economc
factors that the Departnment should take into consideration

when naki ng deci sions in establishing producer prices:
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A) The relative market value of the various
products yielded frommlk.

B) The market price of other milk which may be
used for the sane purposes that are set forth in the
respective cl asses.

C) The value of mlk used for manufacturing
pur poses giving consideration to any relevant factors
including, but not limted to, product prices, product
yi el ds, and manufacturing costs of Cass 4a and 4b

In evaluating the Alliance's proposal for
changing the 4b fornmula, the Departnment is urged -- no, we
chal | enge you to | ook beyond the economic factors of
price, mlk production and cow nunbers, and to consider
the legislative directive of Section 62076 in reaching a
decision on this and other proposals.

Qur proposal

The Al liance proposal to change the O ass 4b

pricing fornul a addresses the three najor provisions of

Section 62076 as stated above. It minics the federa
order dass IIl formula in that it devel ops a value for
butterfat, protein, and whey solids. It departs fromthe
Cass Il formula in that it uses the comobdity val ues

used in the current dass 4b formula, the Chicago
Mercanti |l e Exchange cheddar cheese bl ock price, and the

CME butter price. For whey solids, our proposal uses the
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sinmpl e average of the west nostly dry whey val ue as
reported by USDA's Dairy Market News.

The Alliance proposal uses the wei ghted average
manuf acturi ng cost nunbers as published by COFA in a
letter fromEd Hunter, Supervising Auditor, dated Decenber
23rd, 2002. The butter make all owance woul d be 12.11
cents per pound. The cheese nmake al | owance used in the
proposed protein val ue cal cul ation would be 17.46 cents
per pound.

And editorial conments is necessary at this
point. The Alliance urges CDFA to nove away fromthe
shapshot approach used in produci ng the above docunent.
Arbitrarily picking a single nmonth to adjust manufacturing
costs does not provide an accurate picture of actua
costs. It is critical to get back to annual average costs
to accurately produce actual average nanufacturing costs.

For whey solids, the Alliance proposes using a
manuf acturing cost of 15.9 cents. This is the sane |evel
as used in the federal order systemand is based on a
survey of seven cheese plants produci ng 28.4 percent of
the dry whey in the US. | believe that two of the plants
were Leprino plants in Mchigan and New York. This is the
nost accurate data avail able and we believe is superior to
a guesstinate based on one California cheddar plant. W

urge CDFA to collect manufacturing cost data fromall dry
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whey plants in California, not just a cheddar plant, in
order to develop its own nmake all owance for dry whey.

Regarding yields, the Al liance proposal maintains
the current yield level for 4a-4b butterfat cal culation
As was di sclosed at the pre-hearing workshop, the yield
data for one of the largest, if not the |argest, butter
producti on operations was not included in the CDFA study.
In addition, the study itself recognizes that these yield
estimates are too high. Rather than make changes based on
i nconpl ete and questionabl e data, the A liance believes
that the butter yield factor should be |eft alone.

In determining the yield factors used in the
protein value calculation, the Alliance used data provided
fromthe Cal Poly research done by the -- done for the
California Dairy Research Foundation on the conposition of
mlk for cheese manufacturing plants. The objective of
the project was to determ ne the conposition of silo mlk
from cheese plants and non-cheese plants in different
regions of California for a 12-nonth peri od.

Four of the eight cheese plants contacted
participated in the study, which included a total of 13
dairy plants. Four butter/powder plants and five fluid
plants participated in the project also. Cheese plants in
the survey were |located in the south San Joaquin Vall ey,

the Sacranento Valley, and the north Bay Area. The study
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covered the nonths of May 2000 through April 2001

Three factors determ ned cheese yield --
butterfat |evels, casein | evels, and noisture content.

The Alliance used the Cal Poly study for the percentage of
casein in California mlk to determ ne the protein, cheese
yield factor of 1.39. This is arrived at by dividing the
cheese yield attributed to the protein portion of the Van
Sl yke fornula divided by the true protein | evel neasured
inthe mlk. The data used are the nean figures, the
average figures, fromthe Cal Poly study for the 13 plants
for the 12 nont hs cover ed.

G ven that four of eight cheese plants chose not
to participate in the Cal Poly study, and |ooking at the
butterfat |evels of participating plants, we suspect that
plants participating did not include all of those plants
payi ng producers protein premuns currently. Had those
pl ants been included, we believe the protein cheese yield
factor woul d have been even hi gher

To determ ne the cheese yield factor for
butterfat in mlk, one needs to use a fat recovery val ue.
To do this, the Alliance used the CDFA manufacturing cost
yield of 10.71 pounds of cheese at 36.92 percent noisture,
with a vat content of 3.95 percent butterfat and 8.93
percent solids-not-fat.

The fat recovery level was set as X in the Van
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Sl yke cheese yield fornula. Wrking the formul a
backwards, using a casein factor of 82 percent in the true
protein, resulted in a fat recovery factor of 95 percent.
According to Dr. David Barbano of Cornell, a nodern cheese
pl ant should be able to achieve a fat recovery of 93
percent. The Alliance chose a fat recovery |level of 92.5
percent. It is our understanding that the Dairy Institute
proposal used 92 percent, as did the Western United
proposal, in ternms of fat recovery to determ ne the cheese
yield factor. So it appears that the Al liance nunber is
reasonabl e.

The market price of other mlk which may be used
for the sane purposes:

California participates in the national market
for manufacturing dairy products. Al nost 40 percent of
cheese produced in the U S. is produced in the Wstern
United States. Over 50 percent of that cheese is produced
in California. Over 25 percent of the Wstern Region
cheese is produced in Oregon, Washington, U ah, and |daho.

Looki ng at cheddar cheese specifically, the
per cent age of cheese produced in the West clinbs to 45
percent, with California accounting for 46 percent of the
Western total. Washington and | daho produce 27.4 percent
of the West total

As stated previously, the State Legislature in
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Section 62076 of the Food and Agricul ture Code says that
CDFA shoul d consider, quote, "the nmarket price of other
m |k which may be used for the sanme purposes that are set
forth in the respective classes." |n doing so, CDFA needs
to consider serious consideration to the narket price of
cheese mlk in the federal orders.

Prelimnary CDFA data conparing the current 4b
price formula to the current federal order dass Il
prices shows that the California 4b price averaged 26
cents less, 56 cents less, and 44 cents less in 2000, 2001
and 2002, respectively, when conpared to the dass ||
price. The final federal order decision increases those
price differences to 40 cents less, 92 cents less in 2001
and 51 cents less in 2002. That puts the California price
an average of 61 cents below the federal order dass I
price for that three-year period.

Addi ng a val ue for whey and adjusting yields and
nmake al | owances will narrow the average price difference
However, in its decision for the March 2001 hearing, CDFA
expressed concern that this would do little to alter the
nont h-to-nonth fluctuation between the California Cass 4b
price and the federal order Cass Ill price. The
Al liance's analysis of the proposals indicates that our
proposal inproves that situation

For the 36-nmonth period of January 2000 through
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Decenber 2002 the average fluctuation between the current
4b price and the federal order final Cass IlIl priceis a
negati ve 56.03 cents and ranges froma negative $2.50 to
38.01 cents above the federal order final price. The
Al liance proposal average fluctuation is just 12.28 cents,
rangi ng from $1.64 below to $0.66 above. The Western
United proposal ranges froma $1.65 above to $0.70 bel ow.

Per haps nost inportant, however, is that the
Al liance proposal, unlike the federal order final d ass
Il -- not unlike the federal order final dass II1
nmai ntai ns a basic value for protein and whey solids which
is adjusted based on the relationship of the val ue of
butterfat in cheese to the value of butterfat in butter
Al'l the other proposals continue to have solids-not-fat in
cheese as a residual value for the Cass 4b mlk val ue
less the butterfat val ue.

The Al liance proposal noves the California cheese
mlk pricing systemin the direction it must go. There is
absol utely no question that protein has a definitive val ue
per pound of cheese produced, as does butterfat. The
amount of cheese a plant gets froma pound of mlk is
dependent on both the |level of butterfat in cheese and the
| evel of protein in the cheese.

The tabl e bel ow shows exactly what that statenent

neans.
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Bot h of these cheese conponents are essential to
t he production of cheese. Both have a recognizabl e val ue.
To account for the product val ue of one conponent and not
the other in pricing cheese is wong.

Contrary to conmments made by those with a vested
interest in maintaining the status quo -- read conpetitor
advantage -- market signals to producers will not be
dulled, will not be dimnished. Adoption of the Aliance
proposal will result in a higher quality of mlk supply
for all uses of milk. Renenber, the vast mgjority of mlk
is marketed by producer-owned cooperatives. This mlk
goes to all uses of mlk -- fluid, ice cream sour cream
cheese, butter, and nonfat powder. The individua
producer doesn't know where his or her milk is going.

They will know, however, that by increasing butterfat
content and protein levels, they will get nore noney for
their mlk. That means higher quality mlk will go to al
uses.

Finally, there are those who will argue that,
because CDFA milk pooling is not able to collect and pay
out on the basis of protein and other solids, the Alliance
proposal should not be adopted at this tine. That is a
weak argunent at best. The Alliance proposal wll not
negatively inpact producers currently being paid prem uns

any nore than the Western United or CDC proposals. Al
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three proposals raise the 4b mlk price. Al three
proposal s will have an inpact on the anmount of noney those
payi ng protein prem unms have avail able to pay those
prem uns.

The difference between the three is that the
Al liance proposal puts into the stabilization plan the
changes necessary to bring California cheese mlk pricing
nmet hodol ogy nore in line with how cheese mlk is priced in
the rest of the country. It renoves the necessity of
havi ng to have another stabilization plan hearing, |eaving
only a pooling plan hearing to be call ed.

The val ue of products yielded frommlk:

When nmilk goes into a vat, cheese and the
byproducts of the cheese-naki ng process, whey cream and
whey, are produced. The cheese is packaged, the whey
creamis separated fromthe whey and either recircul ated
into the cheese-naki ng process or sold as whey cream And
the remai ning whey is further processed into dry whey or
whey protein concentrate.

The production of whey products has grown
dramatically in California. According to USDA and CDFA
data, production of dry whey has nore than doubl ed, from
66.3 mllion pounds in 1991 to 140 mllion pounds in 2001
California whey protein concentrate production has grown

from19.7 mllion pounds in 1991 to 93.8 mllion pounds in
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2001. That's an increase of nearly five fold.

Using the USDA's Western Mostly average prices
for the year of 2001, dry whey and whey protein
concentrate generated over $108 million of revenue in
California. That is the equivalent of an additional 6.6
cents per pound of cheese produced in 2001. dearly, whey
has a market value and it is tine that that product val ue
be recognized in the California 4b forml a.

The Al liance recognizes that the WPC i s a product
requiring a larger investnment to produce and to narket.

It is also a product that can vary greatly in conposition
generally ranging from30 to 75 percent true protein
content. The |actose content of WPC can vary from as nuch
as 46 percent to as little as 3 percent. |n other words,
it's a specialty product, tailored to a custoner's needs.

Dry whey, by conparison, is a cormmodity, like
cheddar cheese, bulk butter, nonfat dry mlk powder. For
this reason, we believe it's appropriate that it be used
as the value for whey solids.

The Departnent should take note that even the
Dairy Institute's 4b proposal alternative recognizes that
dry whey has a value. At the pre-hearing workshop a Dairy
Institute representative said that one of the factors that
went into its .8 cent market adjustment was the val ue of

dry whey. Unfortunately, the Dairy Institute treatnent of
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dry whey does nothing to address any of the issues raised
by CDFA in the March 2001 decision. More inportantly, it
does nothing to address either the price difference or the
price stability issue between California 4b and the fina
federal order Class IIl prices.

At the March 2001 hearing it was stated that dry
whey was not a good baroneter of the true val ue of whey.
This statenment was repeated at the workshop. Conparing
the Western nostly dry whey prices to the Western nostly
WPC prices for the period from 1996 through 2002 shows
that as not exactly the case. The followi ng chart shows
that these prices definitely tend to nove relative to one
anot her .

Just as it is tine for CDFA to recogni ze that
protein has a discernable value, so too it is time for
CDFA to recogni ze that whey products comne from producer
mlk and that the Cass 4b mlk price should include a
factor for whey as well.

QO her proposal s:

The Alliance would also like to express support
for the proposal by the California Dairy Wnmen with the
nodi fication that the cormmodity prices used in Class 2, 3
4a and 4b be the higher of the CME price for butter and
cheese less transportation in the case -- |ess

transportation in the case of butter or marketing
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adjustnents in the case of cheese, or the dairy support
program purchase price for 40 pound bl ock cheese and bul k
butter. These changes are recommended because there is no
marketing effort or transportation cost involved in
selling to the Conmodity Credit Corporation

Qur nenbers believe that the dairy price support
programis not functioning as it should. Conmodity
prices, specifically cheese, have on several occasions
fallen well below the point at which product shoul d have
noved to the Commodity Credit Corporation. Flooring the
comodity val ues as proposed wi |l encourage novenent of
product to the CCC

The Alliance is opposed to the Dairy Institute's
4b proposal. It does nothing to address the policy issues
that need to be addressed. In addition, the 9.98 cheese
yield factor is based on an incorrect assunption that the
ratio of protein to nonfat solids is a constant
percentage. Analysis of Cal Poly data shows a variation
in true protein to solids-not-fat ranging from 3.4 percent
to 35.5 percent.

W oppose the CDC 4b proposal because of its
conplexity and the variabl e nake al |l owance approach. A
vari abl e make al |l owance treats neither producers or
processors fairly.

Al li ance nmenbers are opposed to any proposal that
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i ncl udes manufacturing all owances that cover only a smnal
percent age of the production of a commodity. A healthy
dairy industry nust have both producers and processors.

Unquestionably, the true protein level in mlk
has definitive value in ternms of the amount of cheese
which mlk will produce. Each additional tenth of a pound
of cheese 100 pounds of milk will yield enhances the
profitability of the cheese manufacturer. It takes the
same anount of effort, equipnent, investnent, utilities to
process 100 pounds of milk that yields 9 pounds of cheese
as it does to process 100 pounds of milk that yields 11
pounds of cheese.

Two conponents determi ne the anmount of cheese
that mlk will yield, butterfat and true protein, just as
two conponents, butterfat and solids-not-fat, detern ne
the quantities of butter and nonfat powder mlk wll
yield. Wey is no |onger a disposal problem but a profit
center. Therefore, it is as proper to recogni ze the val ue
of protein and whey solids in producers' mlk as it is to
recogni ze the value of butterfat and nonfat solids.

Ni net een percent of California's mlk goes into
the bottle, ten percent goes into Cass 2 and 3, and
thirty percent goes into class 4a, butter/powder. All
dai ry nmen and woren share in the val ues generated by those

uses of mlk and, therefore, it's appropriate that al
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producers share in the true val ues generated by dass 4b
m | k.

If the Departnent believes that the mlk pricing
system shoul d do that, it should adopt the O ass 4b
proposal and conform ng changes to the dass 4a butterfat
val ue put forth by the Alliance.

We appreciate this opportunity. And I'll answer
any questions you rmay have.

HEARI NG OFFI CER ESTES: Do we have any pane
questions for M. Tillison?

SUPERVI SI NG AUDI TOR HUNTER: M. Tillison, on the
second page, where you nention on that whey cost study
survey, manufacturing cost of .159, how old is that cost
study -- those studies.

MR TILLI SON: That data was generated for the
May hearing -- the May 2000 hearing that they had in the
federal orders. And the nunber was not changed till when
they recently issued the final decision

SUPERVI SI NG AUDI TOR HUNTER  So it was rel eased
in May of 20007

MR TILLISON: It was presented at the hearing in
May of 2000.

SUPERVI SI NG AUDI TOR HUNTER:  No, what time period
was it used on as far as the plants? Ws it a 1999 cost

study, '98 cost study? How far back was it?
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MR TILLISON. No, it was a survey that was done
by NCI, and it covered the nost recent 12-nonth period
that was avail abl e.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. So that would
be ' 99- 20007

MR TILLI SON: Yes, nost likely.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. On that same
page you offer a nmake all owance at 12.11 on the butter
17. 46 on hard cheese. But on the powder, you deviate off
t he Decenber exhibit and offer a | arger nmake all owance in
the 15 -- in the 16 -- I'msorry. Wit a mnute.

-- in the 15.12.

MR TILLISON:  Yeah

SUPERVI SI NG AUDI TOR HUNTER:  You're going up to
15. 90.

Is there a reason why you're differing off the
powder ?

MR TILLISON: Well, the reason we differ off the
powder in California is the same reason that they differed
of f the powder nmake all owance in the federal orders. It
costs nore to process dry whey than it does to process
nonfat dry mlk powder. Unfortunately, for California the
only data that we -- the only actual data we have
avai |l abl e for processing dry whey is one cheddar cheese

plant. And as the Departnent data clearly shows, there's
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a lot nore dry whey being produced in the State of
California. As | said in ny testinony, barring a nore
accurate data, we feel that the best data available at the
current tinme is the 15.9 cents.

SUPERVI SI NG AUDI TOR HUNTER: Okay. | have one
nore question. And it has to do with the Van Sl yke
formula, which | amnot an expert on, by any neans. But
"' mwondering how accurate is the Van Sl yke fornul a when
it comes to a fortified mlk vat? Like we find nost of
the cheddar plants in California fortify the vats.

Is the Van Sl yke fornula as accurate on that as,
say, a non-fortified vat?

MR TILLISON: Yeah, because basically all you're
doing is plugging in the fat and the solids-not-fat
nunbers that are either in the vat or in the mlk. And
that will tell you the anbunt of mlk that that vat should
yi el d, subject to the casein content, the noisture |evel
of the cheese, and the fat recovery.

So what | didis | took the Van Slyke formula and
pl ugged in your values for yield solids-not-fat -- I'm
sorry -- yields noisture solids-not-fat in the vat, and
t hen worked back to determ ne what the fat capture rate
was.

Now, the only deviation | nmade was that | used

the casein recovery level in the Cal Poly study, which is
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82 percent in the Van Slyke formula. And if you do that,
you come up with a fat recovery |evel of 95 percent.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. Thank you.
have no nore questions.

AGRI CULTURE ECONOM ST GOSSARD: M. Tillison, in
your proposal you're asking that the frei ght adjustment on
cheddar cheese be changed, but the freight adjustnment on
butter not be changed.

What was the reason for this?

MR TILLISON: Well, first of all, the factor on
cheese, as cane out in the workshop, is not a freight
adjustnent. It's a marketing adjustment. In other words,
it's the difference between the FOB price of mlk at
California cheddar cheese plants and the CME. And it was
clearly said to nme at that hearing that it was not a
transportation factor, just as the 1.2 cents was not a
transportation factor, but that it was a marketing
adj ust nent .

In terms of cheese, cheese is priced at the CVE
And cheese, unlike cheddar cheese, when it's sold at the
CME, has to physically nove to a warehouses within a
certain range of Chicago. And that 4.5 percent
transportati on adjustnent, we believe, in consultation
wi th our nmenbers, continues to be a justified factor. But

you' re conparing appl es and apples. They're both not
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transportation factors.

AGRI CULTURE ECONOM ST GOSSARD: But given the
adjusting factor the Departnent released in its study, in
one case you're adjusting the cheese nunber based on that
study result and you're not adjusting the butter now, is
that correct?

MR TILLISON That's correct, because of the
difference in the way the CME treats cheese and treats
butter. It does not treat cheese and butter the same. |If
you sell cheese at the CME, the transportation adjustnent
is the difference between the cost of where the selling
plant is, nmoving it to the cost of where the buying plant
is. Wiereas with butter, the transportation factor is
straight, noving it fromthe plant to Chicago -- to a
war ehouse within a certain range of Chicago.

So one could argue that the 3. X cents for cheese
because of the difference in the way they're treated by
the CME is a usable nunber. And, again, | point out that
t he cheese fornula has al ways used a marketing adj ust nent
factor and the butter has always used a transportation
factor. And we can continue with that policy.

AGRI CULTURE ECONOM ST GOSSARD: @ ven your
holding with the 4.5 cents, why did the Departnent study
conme up with a nunber that said it should be 3.3 cents?

MR TILLI SON: The Departnent didn't conme up with
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a nunber that said transportation should be 3.3 cents.
The Departnent cane up with a nunber that said the
mar keting adj ustnent on butter was 3.32 cents. In other
words, the difference between the CMVE butter price and
what California plants are selling butter for FOB plant is
3.2 cents. That's not a transportation adjustnent.

AGRI CULTURE ECONOM ST GOSSARD:  Then why not go
with the California price using 3.3 cents?

MR TILLI SON: Because, as | said previously, the
difference in the way the CVE treats the two commodities
in terms of transportation. You cannot sell cheese at
the -- or butter at the COVE and have the transportation
di fference be ne shipping it from Turlock to Tul are.
There's a transportation adjustnment factor based on the
di stance between where the plant is |ocated and the CMVE in
Chi cago

AGRI CULTURE ECONOM ST GOSSARD: I n your formul a,
using the whey factor in the Cass 4b, you' re suggesting
for the price of whey you use the Dairy Market News nostly
price.

Wiy did you suggest that rather than the NASS
price?

MR TILLI SON. Well, because the Wst nostly
price reflects what people are getting for whey in the

West, just as | assume the marketing adjustnment to the CME
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price reflects what people are getting paid for cheese in
California.

And, frankly, the NASS nunber is a survey of
pl ants through the United States, not just in the Wst.
Whereas, that's what the West adjustnent is.

AGRI CULTURE ECONOM ST GOSSARD: (On page 4 of your
testimony, in the first full paragraph, the |ast sentence
says, "Al the other proposals continue to have
solids-not-fat in cheese mlk as a residual value for the
Class 4b mlk value less the butterfat value."

For clarification, by this do you nmean that with
the current fornmula, if the cheese price renains
unchanged, when the butter price goes up, the
solids-not-fat price goes down, and when the butter price
goes down, the solids-not-fat price goes up? |Is that what
you were getting at?

MR TILLISON:  Yes.

AGRI CULTURE ECONOM ST GOSSARD:  Isn't it also
true that under your proposed fornula the cheese price and
t he ski mwhey powder price remain the sanme, if the butter
price goes up, solids-not-fat price goes down, and if the
butter price goes down, the solids-not-fat price goes up?

MR TILLISON No, that's not true. Wat's true
is that in ny fornula, as the butter price goes up, the

val ue of protein goes down, as the butter price goes down,
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the value of protein goes up

The difference is, if you ook at the two
formul as and chart themout, using the different changes,
is that our prices don't fall as quickly as do the prices
in the current formula.

In other words we are calculating a price factor
that goes in there that is not related to the butterfat
value at all. That is the whey value. Wiereas in the
other fornulas the whey value is just another way of
i ncreasing the solids-not-fat value. And that val ue goes
up and down with butterfat. Qur whey val ue does not.

AGRI CULTURE ECONOM ST GOSSARD:  And, finally, |
have sone questions about your use of the -- technica
questions, on the use of the Van Slyke formla.

You nentioned nost of the factors that you used
in your assunptions. |In your testinony on page 3 though I
wasn't able to discern what farmprotein level did you use
when you did your estinmate of the yield?

MR TILLISON:. Did ny estimate of the --

AGRI CULTURE ECONOM ST GOSSARD: Ch, if you cone
out --

MR TILLI SON:  Wich nunber are we tal ki ng about,
M. Cossard?

AGRI CULTURE ECONOM ST GOSSARD:  Ckay. On page 3

of your testinony you tal k about how you' ve used the Van
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Slyke fornula to generate a cheese --

MR TILLISON: For the fat recovery factor?

AGRI CULTURE ECONOM ST GOSSARD: No. The 1.39 on
bottom of page 2. "The Alliance used the Cal Poly study
for the percentage of casein in California mlk to
determ ne the protein cheese yield factor of 1.39."

And to do that you used the Van Sl yke formla.
To use the Van Sl yke fornula, you assunmed 92.5 percent fat
recovery, 82 percent casein in protein, cheese noisture at
36.92, and the fat at 3.95 percent.

| was asking: Wat did you assune for the farm
protei n percentage?

MR TILLISON: Ei ghty-two.

AGRI CULTURE ECONOM ST GOSSARD:  No, no, no. The
test of the mlk. D d you use 3 percent protein in the
mlk? You assune 3.95 percent fat in the mlk. Wat did
you assume --

MR TILLISON: Three point one percent true
protein.

AGRI CULTURE ECONOM ST GOSSARD: Ckay. And what
was that based on?

MR TILLI SON:. That was based on the sinple
average of the 13 plants for the 12-nonth period that the
Tong study cover ed.

ACGRI CULTURE ECONOM ST GOSSARD:  Ckay. And you
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came up with .925, .82 for casein.

What did you use for casein lost in the whey,
0.17?

MR TILLISON: Yeah, the nornmal factor in the Van
Sl yke formul a.

AGRI CULTURE ECONOM ST GOSSARD: Ot her solids in
cheese did you use 1.09?

MR TILLISON:  Yes.

AGRI CULTURE ECONOM ST GOSSARD:  You used 36. 92
for cheese noisture?

MR TILLISON: No, | used 38. | used the 36.92
when | calculated the fat recovery val ue of 95 percent.
When | calculated the protein factor, | used 38 percent
noi sture.

AGRI CULTURE ECONOM ST GOSSARD:  kay. Now |'ve
got your nunber.

In using the 92.5 fat recovery, did you ask the
Department for data on what fat recovery was in California
at these plants?

MR TILLISON: No, | did not.

AGRI CULTURE ECONOM ST GOSSARD: What was t he
basis for using the 0.1 casein loss in whey?

MR TILLISON:. That is the standard accepted
level in the Van Slyke fornula that Dr. David Barbano

probably the forenost recogni zed person in product yield
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pricing in the country, uses. And |I'mnot going to argue
with Dr. Barbano.

AGRI CULTURE ECONOM ST GOSSARD:  Does he al so use
1.09?

MR TILLI SON: Yes, he does.

AGRI CULTURE ECONOM ST GOSSARD:  (Ckay. That
answers ny questions. Thank you.

MR TILLI SON. Thank you.

SENI OR AGRI CULTURAL ECONOM ST ERBA: M.
Tillison, your testinony today does not address this
directly. 1'Il just have to ask you to clarify this.

You' ve adjusted the cheese manufacturing cost
al | onance to what was rel eased by the Departnent in
Decenber 2002, you've adjusted the butter manufacturing
cost al |l owance based on the sane exhibits, but you did not
adj ust the powder manufacturing cost allowance.

Wy is that?

MR TILLISON That's because the Alliance does
not have a 4a proposal. Qur change to the 4a butterfat
val ue was sinply a conform ng change to arrive at an
appropriate -- what we feel is an appropriate value for
m |k going into cheese.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  You have a
table on page 4 that |ooks at cheese yields. Can you tell

me how you devel oped that table?
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MR TILLISON. Well, this table is actually taken
fromdata generated by Dr. Barbano for the May 2000
hearing. And what it basically shows is is the various
yi el ds depending on the mlk fat content and the true
protein content of mlKk.

And it uses 38 percent noisture, 9.9 fat
recovery. But the purpose of this is to show that true
protein has an inpact on the amount of cheese that
butterfat will yield, butterfat has an inpact on the
amount of cheese true protein will yield. It's
interesting in |ooking at the Tong data. What you find is
is that California mlk in that study actually is deficit
in terms of butterfat relative to the true protein
necessary to get the yield factor of .64 -- or the fat to
protein ratio of .64.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Do you know
that this was based on using Van Sl yke fornula or somne
nodi fied version of it?

MR TILLISON: No, this was used on the Van --
based on the Van Slyke formula. | can provide you with
t he whol e docunent, if you'd like, that this comes off of.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Actual ly
what I"'mnore interested inis, could you nake ne a
simlar table but using the nunbers that you suggested

today in your proposal?
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MR TILLISON:  Yes.
SENI OR AGRI CULTURAL ECONOM ST ERBA:  Woul d you be
willing to submt that?
MR TILLISON: Sure.
SENI OR AGRI CULTURAL ECONOM ST ERBA:  Thank you.

I have no nore questions.

DAl RY MARKETI NG BRANCH CHI EF | KARI: | just have
one question, M. Tillison
You indicated that -- so | just want to explore

this one question. You oppose any proposal that you cover
only a small percentage. Can | take it by that you nean
that the nake all owance shoul d cover 50 percent of the
volune? Is that what you --

MR TILLISON. What |I'msaying is the nake
al | onance should cover a najority of the product that's
produced, whether it's cheese, butter or powder.

DAI RY MARKETI NG BRANCH CHI EF | KARI:  Ckay. Thank
you.

HEARI NG OFFI CER ESTES: Do we have any nore
guestions?

Thank you very much for your testinony today, M.
Tillison.

MR TILLI SON:  Thank you

HEARI NG OFFI CER ESTES: | believe it's about

what, 11:25, is that correct?
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1 W will adjourn for lunch at this tine. And we
2 wll reconvene at about 12:15 and proceed to take
3 testinony related to the California Dairy Canpaign
4 petition.
5 (Thereupon a lunch break was taken.)
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AFTERNOON SESSI ON
HEARI NG OFFI CER ESTES: W'll proceed with the
afternoon portion of the hearing.
So if the representative of the California Dairy
Canpai gn woul d pl ease cone forward to nake their

presentation in support of their alternative petition.
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(Thereupon the witness was sworn, by the
Hearing Oficer, to tell the truth, the
whol e truth and nothing but the truth.)
MR AVI LA:  Yes.

MR MAGNUSON:  Scott Magnuson.
(Thereupon the witness was sworn, by the
Hearing Oficer, to tell the truth, the
whol e truth and nothing but the truth.)
MR MAGNUSON:  Yes, | do.

HEARI NG OFFI CER ESTES: Al right. M. Avila, |

have a copy of your proposed testinony today. | assumne

you'd like to have that entered into the record?

MR AVILA: Yes.

HEARI NG OFFI CER ESTES: Al right. It will be

entered into the record as Exhi bit Nunber 49.

(Ther eupon the above-referenced docunent
was marked by the Hearing O ficer as
Exhi bit 49.)

HEARI NG OFFI CER ESTES:. And you rmay now proceed
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wi th your testinony today.

MR AVILA: Thank you.

M. Hearing Oficer and menbers of the panel: W
name is Xavier Avila, and |'ma dairy producer from
Hanford, California. And | amtestifying today on behal f
of the California Dairy Canpaign, which represents over
400 dairy producers throughout the State of California.
CDC speaks today on behal f of the farmer and rancher
menbers of the California Farmers Union

The testinony |I'mpresenting today is based on
positions adopted by the CDC board of directors on our
January 23rd, 2003, board neeting.

And I'd like to say for the record, we have about
90 people. Sone of themare still out at |unch today.

But we have about 90 of our people here today to represent
their interests. And we would probably have nore if not
due to the fact that producer prices are so lowthat a |ot
of our nenbers have had to lay off people. And, as you
know, dairying is 24-7. And they've laid off people to do
their own work. So if it hadn't been for that, we'd
probably have a | ot nore.

So I'Il start.

Dairy producers are receiving mlk prices well
bel ow their cost of production. This all too famliar

situation has left dairynen in a very precarious financial
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posi tion.

A California producer of average size and average
cost of production w thout quota | ost $500, 000 from
January '98 to October 2000 due to dairy prices that did
not cover his cost of production. For all of the Year
2000, 90 percent of the dairies surveyed showed i ncomes
that were bel ow zero.

Dairy farmers also face rising costs as a result
of operational changes that are necessary to neet water
quality and other environmental standards. |n addition
feed costs fluctuate while insurance costs and other costs
continue to rise. Last year was a particularly difficult
year for producers. FromJanuary to Cctober 2000, the
bl end price averaged $1.95 bel ow cost of production

Section 61802(h) of the Food and Agricul ture Code
states, quote, "It is further recogni zed by the
Legislature that in order to acconplish the purpose of
this chapter and to pronote the public health and wel fare,
it is essential to establish mnimum producer prices at
fair and reasonable |l evels so as to generate reasonabl e
producer inconmes that will pronote the intelligent and
orderly marketing of mlk in various classes, and that
m ni mum producer prices established under this chapter
shoul d not be unreasonably depressed because other factors

have affected the levels of retail prices paid by
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consuners. "

Section 61805(b) states that the CDFA director is
aut hori zed, quote, "to prescribe marketing areas and to
determine mininumprice to be paid to producers by
handl ers for market milk which are necessary due to the
varying factors of cost of production, health regul ati ons,
transportation, and other factors in the marketing area of
this state.”

I think it is inmportant to review these sections
of the Food and Agriculture Code that show the inportance
of including producer costs of production in the
California mlk pricing system As well as it is
important to renenber that the Legislature directed CDFA
to establish mnimum producer prices that are at fair and
reasonabl e | evel s.

Producer prices are not at fair or reasonable
| evel s when 90 percent of the dairies in this state have a
net incone that is less than zero. Producer prices are
not reasonabl e when the blend price on average was nearly
$2 lower than our cost of production for the Year 2002.

Action nmust be taken to inprove dairy prices paid
to producers in this State. W believe our proposal wll
be a good first step towards ensuring that producer prices
are nore fair and reasonable in the future.

The alternative proposal submitted by CDC calls
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for CDFA to:

Updat e the nake al |l owances, vyields, and
transportati on adjustnents to reflect current CDFA
studi es; establish a variable manufacturing cost allowance
that woul d be adjusted nonthly based on the dairy
producer's cost of production and the prevailing comodity
prices; floor the comobdity prices at the higher of the
mar ket price or the federal support purchase price as
called for by the California Dairy Wnen's Associ ation
and include the whey skimvalue in the 4b formula.

This CDC petition calls for CDFA to update the
nmake al | owances, yields and transportation adjustments to
reflect current CDFA studies.

The CDC proposal updates and -- updates the make
al | onances, yields, and transportation adjustnments to
reflect current CDFA studies. In Article Il Section
300. 0 Subparagraph (D)(1) of our proposal, we update the
freight adjustment for the 4a all mlk fat formula to 2.42
cents and the yield factor to 1.2.

The 2.42 cents was taken fromthe Novenber 26th
2002, CVE butter price versus California prices for
Sept enber 2002. W updated the yield factor to 1.2 based
on the 1.2183 wei ghted average powder yield included in
correspondence from CDFA dated Cctober 11th, titled

"Butter and Powder Yield Study."
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We updated the yield factor for 4a mlk
solids-not-fat to 1.0 based on Table 2 of the
correspondence from CDFA dated Cctober 11th, titled
"Butter and powder Yield Studies," which docunented a
wei ght ed average powder yield equal to 1.0208

I n Subparagraph (E)(1) of our proposal we
elimnated the nmarketing adj ust ment because the nost
recent data showed that the difference betwen the CVE and
the California prices continue to narrow, and in the
future we believe the marketing adjustnent will no | onger
be necessary.

I n Subparagraph (E)(1)(a) we updated the yield
factor of cheddar cheese to 10.2. W arrived at the
cheese yi el d base on the docunent attached in Exhibit D

W updated the manufacturing cost allowance in
Subpar agraph (E)(1)(b) to $0.12, which was taken fromthe
nost current processing cost study dated Novenber 25th,
2002, titled "The Wi ghted Average Manufacturing Cost for
Butter, Nonfat Powder and Cheddar Cheese, 1989-2002."

I n Subparagraph (E)(1)(c) we included the price
per hundredwei ght conputed by the formula using the dry
whey price, less a manufacturing cost all owance of 15.9
cents, all multiplied by a yield factor of 5. The 15.9
cents anount is the anmount adopted by the federal mlk

marketing order. The 5 cent factor is a |ow estinate
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based on information in Exhibit E Table 3.

The CDC petition calls for CDFA to establish a
vari abl e manufacturing cost allowance that woul d be
adj usted nonthly based on dairy producers' cost of
production and the prevailing conmodity prices.

W believe the current nake all owance system
overall sends a false signal to processors to continue to
production regardl ess of nmarket demand. Under the current
system the incentive to run as nuch raw mlk through a
pl ant regardl ess of market conditions is great. The
result fromthis systemis that it puts the needs of the
processor at odds with the needs of the dairy producer
Too much mlk reduces the price to the dairy farmer. And
m | k shortages decrease the amount of mlk available to
t he processor.

W bel i eve the nmake all owance system shoul d be
reformed so that it provides benefits to the producer and
the processor. W favor the establishnent of a variable
nmake al | owance that would tie processor and producer
prosperity together. A variable nmake all owance woul d
i ncrease significantly when mlk prices are high, thereby
giving an incentive to processors to continue production
because the return woul d be greater

However, when mlk prices are |ow, the nake

al | onance woul d decrease and send a signal to processors
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to limt production in order to allow denand to catch up
wi th production.

W believe a variable nake allowance is a win-wn
proposal because it woul d enabl e producers and processors
to make a higher return when mlk prices rise

The main factors involved in establishing COFA s
current producer mlk price formulas are dairy product
price, the product yield, and the plant rmake al |l owance.

The nmake al |l owance is the plant production costs
for manufacturing the dairy product, which is subtracted
fromthe dairy producers' price to determi ne the val ue of
mlk in the product -- the price received by the producer

The problemwith COFA's milk pricing is that the
make all owance is a fixed nunber while the price received
by the producers is highly volatile and until now has not
i ncl uded dairyman's cost of production.

A mlk pricing systemthat is bal anced requires
that dairy product prices, producers' cost of production,
and plants' cost of production all be given consideration
when determ ning the value of mlk. Each of these itens
send signals to one another in a free narket environnent,
so that proper price and production adjustnents will
occur. Under a variable nake all owance, when the supply
of process products is in line with denand, the nake

al l onance is generous. As the market signals oversupply
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t hrough | ower prices, the make all owance woul d
automatically drop, causing manufacturing to slow unti
once again supply and denmand are in bal ance.

However, in California's mlk pricing system
there is insufficient nmarketpl ace bal ance between these
factors because the nmake al | owance guarantees that the
cost of the processing segnment of the industry are
covered. In fact, since the make all owance includes cost
plus profit for an efficient plant, an over supply can
actually be a benefit to proprietary processors because it
| owers the raw product costs. This a less true for
cooperatives whose nenbers are dairy farnmers affected by
lower mlk prices.

California has allowed plants to be profitable
and expand processing to the | owest value dairy products
regardl ess of true market denand because producers covered
the plant costs. This has resulted in |ower producer mlk
prices. Processors with a generous nake all owance | evel
use this margin to discount the product price to gain
mar ket share at the expense of producer pay prices and at
t he expense of other manufacturers in the rest of the
Uni ted States.

Unfortunately, the plants are nerely operating by
the rules of the system W have entered into a race to

the bottomwhere all producers will lose. The CDC
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vari abl e make al | owance proposal is aimed at creating a
true market oriented systemrather than continuing the
m st akes of the past.

Looking at California's mlk production history
may allow us to see forward into the future in terns of
how the California style systemhas affected mlk
production and farner incone. In 1975 California
production was 10.06 billion pounds, with a 57 percent
Cass | utilization. In 2002, California produced 35
billion pounds of milk, with an 18 percent d ass
utilization. That's a 240 percent m |k production
increase in 24 years. W now produce 100 percent nore
than what is consuned in this state, even with 10 percent
of Anerica's population residing in California. Fifteen
percent of California' s production has been purchased by
the Conmodity Credit Corporation. California sales
account for 80 percent of all CCC dairy product purchases.

California dairy producers have been in constant
growth node. When prices are good, we add cows. When
prices are go down, our bankers tell us to add cows in
order to cash flow, even though historically California
has had sone of the |owest mail box prices in the nation
California's mlk pricing system has been the | argest
contributor to creating a dairy industry that is

constantly dependent on the Conmodity Credit Corporation
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as the customer of the last resort.

Currently CCC stocks of nonfat dry milk amount to
over a billion pounds. There is no econom c signal that
comuni cates to the processor to regul ate the anmount or
ki nd of product the nmarket demands.

This has been a very lucrative tinme for
processors in the State of California. The fixed rmake
al | ownance nmechani sm has | ed to devel opnent of nega-dairies
inthe State. The nmega-dairies are wel coned by the
processors that benefit from abundant supply and zero risk
as they expand production -- zero risk since producers are
covering plant manufacturing costs. At the sane time as
we are financing their expansion, the high supply |evels
drive our prices down.

As the long as the manufacturing all owance is
fixed at the processor's cost plus a return on investnent,
and is paid for by farners, the processi ng segnent of the
i ndustry will be unconcerned with market signals. W need
a systemthat works with the marketplace at all levels --
producers, processors, whol esalers, retailers, and
consunmers -- to provide an equitable, stable, and viable
econom ¢ environment for all segnents of the dairy
i ndustry.

Qur nenbers support a variabl e nmake al | owance

based on all the producers' mlk prices. It is unfair and
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mar ket distorting to force the producer to continually
cover the cost of processing, including a profit, when he
has no simlar resource. Certainly, the producer is not
guaranteed that his production costs will be covered.
Markets signals need to be given to both the producing and
processi ng sectors of the industry.

The CDC proposal incorporates the Comuodity
Reference Price, which is used to calculate the val ue of
the conmodity in the market, and conpare that anmount to
the cost of production to show what percentage of our
costs are being covered by the prevailing commodity
prices. That same percentage is used to adjust the make
al | onance up or down fromthe base make al | owance. Wen
commodity prices are high enough, 100 percent of the
average producer's cost of production and 100 percent of
the processor's average cost of production is covered.
When comodity prices do not cover the cost of production
to the producer, the nake all owance woul d adj ust downward
accordingly.

The Commodity Reference Price and the M1k
Production Price Index shall be those specified in
subparagraph (F) of the proposal. 1In our origina
proposal we used a CRP based on the nonth when the cost of
production data was avail able. Since then we have

requested to nodify our proposals so that the CRP price

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

122
corresponds to the nost recent nonth. For January the
nost recent cost of production index avail abl e woul d be
Sept enber / Cct ober index. Using the nost recent CRP price
all ows the nmake al |l owance adjustnment to track the current
comodity price

C ass 4a:

For all mlk fat, the CDC variabl e make al | owance
formul a woul d equal $0.12 tines the Commodity Reference
Price cal cul ated pursuant to Subparagraph (A) (4)(b),

di vided by the M1k Production Cost Index. The $0.12
amount was taken fromthe wei ghted average nake al | owance
cost study issued by CDFA Novenber 2002.

For all mlk solids-not-fat, the CDC vari abl e
nmake al | owance formula woul d equate $0. 15 cents tines
Commodity Reference Price cal cul ated pursuant to
Subpar agraph (A)(4)(b), divided by M1k Production Cost
I ndex. (Exhibit F)

C ass 4b:

For cheddar cheese the CDC nmanufacturing cost
al | onance woul d equal 17.35 cents, times the Commodity
Ref erence Price cal cul ated pursuant to Subparagraph
(A (4)(a), divide by MIlk Production Cost Index. The
anount was taken fromthe wei ghted average nake al |l owance
cost study issued by CDFA Novenber 2002.

The CDC petition calls for COFA to floor the
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commodity prices at the higher of the narket price or the
federal support purchase price as called for by the
California Dairy Wmen's Associ ation

W call for the CDFA to reinstate provisions
simlar to those included in the June 1995 stabilization
plans as called for in the California Dairy Wnen's
Associ ation petition. W have included | anguage siml ar
to the CDWA proposal in our petition. The 1996 farm bil
contained a provision that would sunset the $9.90 support
purchase price programin the year 2002. |In the 2002 farm
bill, the U S. Congress and the Bush Admi nistration agreed
to continue a $9.90 federal support purchase price.

Al t hough we believe producers should be paid fromthe

mar ket pl ace, it was the intent of Congress that al
producers nati onwi de should be eligible for this inportant
safety net.

California producers should be able to benefit
fromthe support programwhich is a fundanental conponent
of USdairy policy included in the last two farmbills.
To be consistent with the 2002 farmbill, California
producers should receive prices that are the higher of the
prevailing market prices for the USDA announced federa
support purchase price.

I ncl ude the whey skimvalue in the 4b forml a:

CDFA issued a letter dated January 21st, 2003,
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whi ch showed that all the processing plants CDFA surveyed
used the whey byproduct for other uses. A substantial
amount of the whey protein is sold as ski mwhey powder,
standard whey protein concentrate or high-end protein
concentrate, which denonstrates that processing plants
derive significant value fromwhey products. W firmy
bel i eve that producers should be able to benefit fromthe
val ue of whey by including it in the formula which
determ nes the producer price

Beyond the issues we have di scussed today, we
bel i eve the current end-product pricing systemin
California should be inproved overall. The current 4b
formul a should be nodified to make it nore
market-oriented. The current 4b fornula is based on price
of cheddar cheese, which is one of the | east profitable
cheeses sold in the narketplace today. W believe 4b
fornmul a shoul d be based on the current market denand and
prevailing market prices. Denmand for nozzarella cheese
and hi gh noi sture cheese represents a significant anmount
of the cheese market today. Producers should be able to
reap the rewards of these products as processors have for
sone time now.

As president of California Dairy Canpaign, | have
the chance to neet with producers throughout the State.

have heard firsthand from producers about how | ow m | k
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prices are affecting their famlies and their comunities.
The other day one of our nenbers told me that he was
$1, 000 per day because he was not able to cover his cost
of production. And he is not alone by far. | hear these
stories again and again as | travel up and down the State.
Not only have | heard from producers, but | have heard how
| ow prices have been -- are having a ripple effect on the
rest of our state econony. | have talked to hay dealers
who are not willing to sell any nore hay because nmany
producers are unable to pay their bills. The list of
those affected by low dairy prices go on and on because
dairy producers play an integral role in the health of our
state econony.

Unl ess prices start to recover soon we'll begin
to see nore and nore producers go out of business. Even
some dairy producers who have been in the business for
generations are now tal king about |eaving the dairy
because they sinply can't afford to | ose any nore noney.

There has been nmuch in the press recently about
the sale of milk to unlicensed processors. A Mdesto Bee
article dated January 11 stated that, "Legal mlk sells
for 80 cents her gallon. Dairies can get up to $2 a
gallon selling the mlk under the table."

Producers can earn up to $14 per hundredwei ght

nmore on the black nmarket today than they could receive
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t hrough nornmal channels. Al though we do not, and
stress, we do not condone this practice, we synpathize
with those producers who are struggling today due to | ow
prices. The fact that producers can nmake so nmuch nore on
the bl ack market shows that milk does have a hi gher val ue
than the price paid to producers today.

Money is being nade on the dairy industry, but
producers are being left out of the profit opportunity.

In our systemtoday |arge processors are able to
mani pul ate our market to keep producer prices artificially
low. Far more nust be done to address the concentration
in the dairy sector that has all owed such market
mani pul ation to lead to such chronic | ow producer prices.

In conclusion, we call upon CDFA to:

Updat e the nmake al | owances, yields, and
transportation adjustnents to reflect the current CDFA
studi es; establish a variable nmake al |l owance cost
al | onance that woul d be adjusted nonthly based on dairy
producer's cost of production and the prevailing comodity
prices; floor the commodity prices at the higher of the
market price or the federal support purchase price as
called for by the California Dairy Wnen's Associ ation
and include the whey skimvalue in the 4b fornula price.

W bel i eve acceptance of our petition will be a

good first step towards ensuring that Dairy producers wll
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receive a fair price in the future. W acknow edge that
far nmore nust be done to bring us out of these chronic |ow
producer prices. W look forward to working with CDFA to
i nprove the outlook for dairy producer prices in this
state.

California Dairy Canpaign would |like to thank the
Departrent for the opportunity to present our alternative
proposal today. W'd also like to request the opportunity
to subnmit a post-hearing brief. And | have just a few
comrents of f of that.

Yeah, 1'd like to just nake a few coments, not
in any order. You know, |I'd like to point out that the
m dwest dairy producers currently receive an average of
$1.25 premumfromtheir shippers to ship mlk. So that
still gives an advantage to California processors.

And | would like to state that contrary to
i nformati on that was provided earlier today, the CDC
petition would result in a $345 nillion dollar increase to
the producers over the last five years. That cones out to
a $32,000 per farmincrease over the last five years.

And, you know, | would like to point out that --

I think sonebody nentioned that a variabl e nake al | owance
woul d not be fair to producers or processors. And | don't
see how. You know, | think you have to understand, you

know, notivation. | think you have to understand hunan
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nature. And there's two conmponents | think that involve
that. There's fear and greed. And | think at this point
the processors are operating on the greed factor

| think our variable nake all owance woul d give a
huge incentive for processors to keep milk prices high by
various neans, by |obbying our federal governnent to keep
nore of the inports out that are devastating our price, to
| ook at other pricing mechanisns that are fair, and to,
you know, bal ance supply with demand.

And, let's see.

Vell, | think that'll do it for now

HEARI NG OFFI CER ESTES: All right. Your request
for a post-hearing brief is granted. Please have it to
the Departnent by the close of business Friday, February
7t h.

HEARI NG OFFI CER ESTES: Now, do we have any -- do
we have panel questions?

SUPERVI SI NG AUDI TOR HUNTER:  Yeah, | just have
one questi on.

When you set up the nake all owance -- can you
hear me now?

Good.

(Laughter.)

SUPERVI SI NG AUDI TOR HUNTER. My question has to

do with the nake all owance that you're purporting.
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On the butter you want $0.12; on the powder,
$0. 15; on the cheddar cheese, $0.1735.

MR AVILA: Correct.

SUPERVI SI NG AUDI TOR HUNTER:  That cones out of
t he Novenber exhibit.

Is there any reason that you're not using the
Decenber exhibit that we put out Decenber 23rd?

MR MAGNUSON: Wl |, when we put the proposa
toget her, that hadn't been available yet. And with our
vari abl e make al |l owance, the exact |evel -- variable make
al | onance, the exact level within a fewcents isn't this
critical because it's going to be changed every nonth. So
| feel like it wasn't really necessary to update it again.

MR AVILA: And | would like to say that we use
the 1.0 on powder. But when we're doing that, our
intentions that the nmake allowance -- the variable nmake
al l owance is going to take care of what we want done. If
we weren't proposing the variable nake all owance, we
probably woul d have used the 1.004 as a figure.

SUPERVI SI NG AUDI TOR HUNTER:  Thank you

HEARI NG OFFI CER ESTES: Before we ask any nore
questions, can we have the m crophones adjusted. | think
they were turned down before the afternoon session. And
think -- you know, we had a problemin the norning because

some m crophones were too brittle and had too nuch
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reverberation. And now we seemto have a probl em because
sone m crophones are adjusted too | ow.

Al right. Let's hopefully -- | nean we nay not
have any problens with hearing at |least for a brief period
until people suffer some potential hearing probl ens.

(Laughter.)

HEARI NG OFFI CER ESTES: But, anyway, let's go
ahead and proceed with the panel questi oning.

AGRI CULTURE ECONOM ST GOSSARD:  Is this one
wor ki ng now?

First, the question | asked of several previous
wi tnesses. I n your whey conponent of the 4b pricing
formula you use the Dairy Market News nostly to price skim
whey powder. Wy did you choose that price rather than
t he NASS survey price?

MR MAGNUSON: In looking at the conparison wth
the Western and the NASS price, there was very little
difference with the two.

Western is specifically for western states. And
in the docunent that you provided, the western states now
produce maybe 37 percent of the whey nationally, which has
a great inpact on the NASS survey. So we just thought --

AGRI CULTURE ECONOM ST GOSSARD: My next questi ons
have to do with your use of the Van Slyke formula. | was

| ooki ng at your Exhibit D, page 3 of that exhibit.
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The page has two variations on the Van Sl yke
formula. The first one uses a 93 percent fat retention
The second one uses a 90 percent fat retention

Is it one of those two formulas that you used?

MR MAGNUSON: W were referring to --

AGRI CULTURE ECONOM ST GOSSARD:  -- Exhibit D --

MR MAGNUSON -- Exhibit E, on Table 1

AGRI CULTURE ECONOM ST GOSSARD:  No, no, no. This
is Exhibit --

MR MAGNUSON: This is it right here.

For our yield on our --

AGRI CULTURE ECONOM ST GOSSARD: Yeah, the Van
Sl yke formul a.

MR MAGNUSON: The yield on the cheese formul a
was taken fromthe Table 3, | believe.

AGRI CULTURE ECONOM ST GOSSARD:  Tabl e 3 of
Exhibit --

MR MAGNUSON  Exhibit E there's Table 1 --

AGRI CULTURE ECONOM ST GOSSARD:  No, no. Exhibit
D. Sorry. Page 3 of Exhibit D

MR MAGNUSON:  And what was the question?

AGRI CULTURE ECONOM ST GOSSARD:  (Ckay. Sure.

There are two Van Sl yke equations on the table on
this page. One uses a fat retention of .93. The other

uses a fat retention of .90. You say in your docunent

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

132
that this is an exhibit that you used.

Whi ch of these two formulas was the one that you
actually used to calculate your 10.2 vyield?

MR MAGNUSON: Well, the -- that's why | was
going back to -- it mght be mslabeled, our exhibit.
Because we were using the table listed in Exhibit E, which
i s supposed to be on Exhibit D, but it's |isted as Exhibit
E

In the Table 1, which has the yield broken down,
whi ch we corrected to a higher fat content. This one
showing a 3.5 fat content in mlk with a 9.72 yield. Wth
a higher fat content, we used a higher yield.

And then we also referred to Table 3, which shows
that with 3.5 nmlk, it's a yield of 11.75. Al though that
one was -- on that Table 3 the yield was -- 11.75 was
referring to nozzarella. But |like with over 40 percent of
t he cheese nmanufactured in California being nozzarell a,
that we felt that it would capture part of that value to a
hi gher vyield.

AGRI CULTURE ECONOM ST GOSSARD:  Then for
clarification I'Il probably have to ask, in the Van Sl yke
fornmula that you used, what fat retention value did you
use? | mean do you show the work cal cul ati on?

MR MAGNUSON: In Table 1 they're using an 85

percent fat retention.
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AGRI CULTURE ECONOM ST GOSSARD:  Ckay. Is that
what you used?

MR MAGNUSON: W used basically a conbination
bet ween t he two, which would have been hi gher.

W didn't -- | didn't run the Van Sl yke fornmula.
| used the nunbers off of the table.

AGRI CULTURE ECONOM ST GOSSARD:  Ch, Ckay. So
you -- in referring to the Van Slyke in your testinony,
you were referring to the information produced by these
docunents, which in turn did use the Van Sl yke, but you
didn't actually do, as two previous w tnesses have done,
actual ly make certain assunptions and use the Van Sl yke
directly to calculate the --

MR MAGNUSON: W used the table that was al ready
there.

AGRI CULTURE ECONOM ST GOSSARD:  Ckay. Thank you
very much for that clarification. Sorry it took so |ong.

SENI OR AGRI CULTURAL ECONOM ST ERBA: | just have
two questions. One | think is a real sinple
clarification.

On the top of page 3 you state that "W updated
the yield factor to 1.2 based on a 1.2183 wei ghted average
powder vyield. "

MR, MAGNUSON: Yes, that was supposed to be

butter.
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SENI OR AGRI CULTURAL ECONOM ST ERBA: | thought
that was the case. | just wanted to nake sure.

My second question has to do with the freight
adj ustnent for butter. You chose only to use one nonth, |
beli eve the nost recent nonth, that was at |east five, the
Departnent, to get the 2.42 cents.

Wiy do you use only one nonth to rmake that
adj ustnent on the freight adjustnent?

MR MAGNUSON: The freight adjustnent -- well
like that, the trend over that period of tine, that the
lower freight adjustnent is within the range of what it
had been trading for recently. And that the difference
bet ween the CME and the California weighted price -- the
CME really hadn't been tracking the California price as
much as the NASS price, which probably has a bigger
indication -- or better indication of what a cheese has
been selling for in California than what the CMVE does.

So with the conparison between the California
butter price and the NASS butter prices, our figure of 2.4
is very close

SENI OR AGRI CULTURAL ECONOM ST ERBA: So it's nore
of an indication of what the CME is relative to the NASS
rat her than what the rel eases was tryi ng show?

MR MAGNUSON:  Yes.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Ckay. Thank
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you.

DAl RY MARKETI NG BRANCH CHI EF I KARI: | just had a
guestion -- as | listened to your testinony, | can draw
inferences. And I'd rather be nore clear

Is it your position that your proposal on the
vari abl e make al | owance and the hi gher support or market
price, that those are prerequisites, that we should
consi der those before we nake any changes proposed |ike by
Western United or the other groups?

MR AVILA: | would say yes. | would say | think
the variabl e make al | onance woul d solve a | ot of issues.

I mean -- | want to say this: |If you look at the
five-year average -- you know, you guys did a good job of
conpiling all the nunbers. But | think you' d have to --
how you assess that is ook at the -- three of those five
years were high producing years. And we actually

i ncreased the nmake all owance to the processor. Wat we're
saying is -- we're not against processors. W're for
processors. W need processors. But we need their -- |
nmean this is a tragedy of the commobns. W're the grass,
you know. No grass, no sheep. So there's a -- if you
conpared two | ow years -- 2000, 2002 -- we're pretty
favorable to dairymen. So | nean -- | guess what |'m
saying, if you take -- depending on which five years you

want to take, if you were to cut out the high years, we
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didn't need that noney then. W had 14, 15 dollar mlk in
'98. W had 12, 13 dollar mlk in '99. W had 9
sonething in 2000. W had 12, 13 dollar mlk in 2001
And we're here with 9 dollar mlk in 2002. And we're
continuing that in 2003.

So we're not trying to take noney when we don't
need it. W're trying to have noney when we do need it.
And we're trying to balance the market, trying to give
i ncentive to co-ops, which control 85 percent of the mlk
inthe United States, to do nore things with trade, nore
things with supply controls, and just make everything nore
mar ket oriented.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Thank you.

MR AVILA:  |I'mknown for being | ong w nded.

(Laughter.)

HEARI NG OFFI CER ESTES: Have we concluded with
guesti oni ng?

Al right. Thank both of you.

(Appl ause.)

HEARI NG OFFI CER ESTES: If the Dairy Institute
coul d now cone forward

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

DR SCH EK: | do.
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HEARI NG OFFI CER ESTES: W have a copy of your
proposed testinony today. Do you want to have that
entered into the record?

DR SCH EK: Yes, | woul d.

HEARI NG OFFI CER ESTES: It'll be entered in the
record as Exhibit Nunmber 50

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as

Exhi bit 50.)

HEARI NG OFFI CER ESTES: You have half an hour to
present your proposal to the panel

DR SCHI EK:  Thank you.

M. Hearing Oficer and nenbers of the hearing
panel: My nanme is WIliam Schiek and I'man econom st --
am | comni ng through now?

M. Hearing Oficer and nmenbers of the hearing
panel: My nanme is WIliam Schiek and |'m an econom st for
the Dairy Institute of California, and I'mtestifying on
the Institute' s behal f.

The Dairy Institute is a trade associ ation
representing 40 dairy conpani es whi ch process
approxi mately 75 percent of the fluid mlk, cultured, and
frozen products, over 60 percent of the cheese products,
and a snmall percentage of the butter and nonfat mlk

powder processed and manufactured in the State. Menber
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firns operate in both marketing areas in the State. The
position presented at this hearing was adopted unani nously
by Dairy Institute's Board of Directors.

Dairy institute is grateful for the opportunity
to testify at this hearing. Mich attention has been given
to the recently announced, and long awaited, fina
decision with respect to Cass IlIl and Cass |V prices in
federal orders. Wile the decision has not yet been
i mpl enmented, the fornula set forth by USDA woul d increase
federal dass Il prices and decrease federal Cass |V
prices.

The changes in federal order pricing formulas are
being touted by sonme as justification for requiring
simlar adjustnents to the California pricing formul as.

We nmai ntain that changes in federal order nmanufacturing
mlk price levels do not always require correspondi ng
changes in California's mlk price levels. And in this
case such changes are not only unwarranted, but could be
detrinental to the continued health of the California
dairy industry.

The current mlk supply and denand situation

California mlk production growth has been
averagi ng nore than 4.5 percent per year over the past 20
years. In 2002 prelinmnary estinmates put the State's mlk

output growth at 5 percent. Putting these nunbers in sone
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perspective, the State nust have enough plant capacity to
take an additional 3.5 to 4 million pounds of m |k per day
every year. This is the equivalent of one new | arge
cheese plant per year.

The conclusion is obvious: W nust have
manuf acturing outlets for this mlk production growh, or
California mlk will have to travel outside the State to
find a home. 1In order to attract nmanufacturing capacity
and investnent, raw milk costs nust be at a | evel that
will allow California plants to conpete, especially given
the State's higher plant costs in other areas such as
energy and | abor.

M1k production growth nati onwi de has been robust
and above the recent trend in 2002. But, unfortunately,
demand for manufactured dairy products has been | ackl uster
during the 2001 and 2002 period in conparison to recent
years. This reduced growth in demand is generally
attributed to the slower growth rate in the nationa
econony of the past two years. However, there are sone
signs that are pointing to nore troubling and perhaps
longer lasting trend in consunption. In particular, we
are beginning to see a maturing market for certain types
of cheese uses.

One of the largest demand segment users of

cheddar and nozzarel |l a cheese, which together account for
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78.5 percent of California cheese output, is the food
service sector. Total U S. production was flat in 2001 --
cheese production, that is -- and conmmercial use growh
was nodest at best. The well publicized problens of
McDonal d's Corporation are attributed in part to the
nation's sense of "fast food fatigue." The sane store
sales growh of nmany of the |large restaurant chains were
di sappoi nting in 2002. Sone of the greatest
di sappoi ntments have been in the restaurant pizza
busi ness, where sone of the | argest chains saw same store
sal es shrink this year and others face slower than
anticipated growth

Sone industry wat chers wonder whet her the days of
rapid growth in nozzarella sales are over. They see a
pi zza business that is beginning to take on the
characteristics of a nore nmature market, with sl ow overal
sales growth, industry consolidation, and especially
vi gorous conpetition for sales grow h.

G ven this apparent state of affairs cheese
marketers will tell you that they are facing an
i ncreasingly conpetitive nmarket for sales of manufactured
products. In such an environnment it is nore inportant
than ever for California' s plants to be conpetitive froma
raw product cost standpoint in order to be successful at

gai ning sales and assuring that all of California's mlKk
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production will be marketed.

In the past year two California cheese plants
have cl osed, w th one conpany goi ng bankrupt and the ot her
nmaki ng a decision to serve the western market froma
recently purchased plant in Idaho. California needs to be
attracting cheese plant investnent, not driving it away.

California dairy farminconme problens -- rea
sol utions cone fromthe narket:

The California dairy industry, and indeed the
national dairy industry, has been experiencing relatively
| ow prices since the end of 2001. Periods of |ow prices
ensue when m |k output expands nore rapidly relative to
the commercial use of dairy products. |In the past periods
of low prices have ended when | ower returns have forced
production adjustnments on the dairy sector. Adjustnents
have typically been nade by snaller dairies which exist in
| arge nunbers in the mdwest and the northeast regions of
the country.

Wth this current phase of |ow prices, adjustnent
is slower than usual due to the national MIk Income Loss
Contract, or MLC, program which targets benefits nore
heavily toward smaller farns. It is unfortunate that they
are faced with a national dairy programthat punishes
| arge and economcally efficient farns and rewards farns

that generally have higher cost structures and are |ess
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efficient. However, this is the solution we are faced
with, and increasing California's regulated price will do
nothing to correct this underlying national policy
pr obl em

Recovery of demand for mlk products and
adjustnents in mlk output are the only legitimate and
| asting nmeans to higher prices and better returns for
dai rynmen. Increasing the regulated price will only send a
signal for dairynen to produce nore, prolonging the period
of lowfarmmlk prices that we are now experi enci ng.
Increasing the regulated price will nmake plants |ess
conpetitive in national and international nmarkets, and
will do nothing to inprove the denmand for dairy products.

While it is certainly understandabl e that
dai rynmen and dairy farm|leaders are searching for any
possi ble solution to I ow prices, raising the regul ated
price is not a solution. 1In fact, short-termrevenue
gains froma higher regulated price will likely exacerbate
the existing over-supply situation, making matters worse
for California dairynen.

Real solutions to dairy farners' income concerns
will come fromfixing the problens with national dairy
policy, a rebounding market for existing dairy products,
expandi ng dai ry product uses, and devel opi ng new products

few i nvestrment in new technol ogi es.
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A representative of one of Dairy Institute's
menber conpanies will expand on this last point during his
testinony |ater today.

Dairy Institute's proposals are contained in the
foll owi ng paragraphs. W have specifically proposals for
the formulas O ass 4a and dass 4b. W do not have any
specific proposals for Oasses 2 and 3, but recogni ze that
their price levels will be affected by any changes in the
Cl ass 4a fornul as.

In devel oping fornmulas for dass 4a, fat and
solids-not-fat, we have used the wei ghted average
manuf acturing costs devel oped by the Departnent as the
nmake al | owances for butter and nonfat dry milk. Wth
respect to product yields, we note that the yield factors
cal cul ated by the Departnment appear to have negl ected
al I onances for degraded product that does not receive the
hi ghest val ue product price. For butter, this would be
of f-grade, or non AA, butter as well as products that nust
be reworked or otherw se sold at a discount. For nonfat
dry m |k, degraded product woul d include sweepings, or
cleaning, of the driers, which nust be sold as aninal feed
or disposed of in another fashion at a mninum-- or a
fraction of the nonfat dry mlk price; as well as
butterm | k powder, which usually sells at a discount to

nonfat dry mlk. W do not know what the yields for
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butter and nonfat dry mlk would be if these factors were
appropriately taken into account. But in the absence of
better information, we advocate |eaving the yield factors
for butter and nonfat dry m |k unchanged.

The O ass 4a fat fornula is as follows: The
Chi cago Mercantil e Exchange AA butter price per pound from
the 26th of the prior nonth to the 25th of the current
nmonth, |less a marketing adjustment of 3.32 cents, less a
make al | owance of 12.11 cents, all multiplied by a yield
factor of 1.2.

Note that the marketing adjustment is equal to
the average nonthly difference between CVE AA butter price
and the weighted average California price for butter as
conput ed by the Departnent.

I nust mention that we have sone reservations
regarding the use of the 3.32 cent factor. Primarily we
question whether it adequately covers the freight
associ ated with noving butter to Chicago. The freight
factor is inportant because at the margin the butter price
in California would be determ ned by the val ue of butter
sold at the CME | ess the cost of noving that product to
the Chicago nmarket for sale. |If California plants are
selling butter locally for nore than the CMVE price |ess
freight, one or nore of the follow ng reasons nmay be

i nvol ved:
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Reason A: The CME price may not represent the
prevailing whol esale butter price but rather a discounted
price where all whol esale trade occurs at a premum As
such, the price difference between California and the CME
may not be expected to reflect the cost of noving butter
to Chicago. However, the transportation would be
reflected in the price difference between the prevailing
Chi cago whol esal e price and the California price.

Reason B: The cost of butter freight to Chicago
may have fallen fromthe past nunbers and may actually now
be 3.32 cents per pound.

Reason C. California butter nmakers nmay be
exerci sing market power and selling to local, or distant,
buyers at a premiumto the CVE

And Reason D. The prices for product sold to
conmmercial users by California butter nakers may include
sone enbedded services or bundled deals that lead to
ostensi bly higher prices for the California butter, but
where the price is not really a pure comodity price as it
is for product sold to the CVE

It could also be the case that a conbination of
one of the aforementioned reasons is at work. In our
judgnent it seens unlikely that either Reason Aor Bis
operative in this case. There nmay be sone reason to

suspect that butter makers coul d be exercising market
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power, especially given the consolidation that has
occurred in butter making during the past few years,
al though there are still different entities that conpete
for butter sales and such market power could not persist
in the long run in the conpetitive national market. The
notion that prices to sonme custonmers contai n enbedded
service is perhaps the nost likely reason that the price
di fference between the CVE and California is less than the
frei ght cost.

However, given that Dairy Institute menbers make
very little butter froma comodity market, we leave it to
the big makers of butters to address this issue. |If the
Dairy Institute fornula had been in place over the
2000- 2002, the O ass 4a fat price would have fallen
slightly, by about .88 cents per pound.

The d ass 4a solids-not-fat fornmula is as
fol | ows:

The California weighted average Grade A and Extra
Grade nonfat milk powder price | ess a nake all owance of
15.12 cents per pound, all times a yield factor of .99.

Qur proposed formul a woul d have increased the
average O ass 4a SNF price by .97 cents per pound over the
2000 to 2002 period. The dass 4a hundredwei ght price
woul d have increased by about 5 cents a hundredwei ght

under the proposal during the sanme period.
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O ass 4b, our fornula proposal was devel oped in
t hree stages:

In Stage 1 we | ooked at the inpact of making
t echni cal changes only to the existing cheese
hundredwei ght fornmula. W assuned the California cheese
price was equal to the CME cheddar block price less a 3.21
cent marketing adjustrment. This nunber canme fromthe
Departnent's anal ysis of the difference between the
California s weighted average cheese price and the CME
price for 40 pound cheddar bl ocks.

W used a manufacturing all owance of 17.46 cents
per pound, which is equal to the nost recent weighted
average manufacturing cost for cheddar bl ocks as rel eased
by the Departnment. The whey cream portion of the cheese
hundr edwei ght value is the sanme as under the current
fornmul a, except that the whey butter nake all owance has
been increased to 12.11 cents per pound, which is the
Departrment's wei ghted average manufacturing cost for
butter.

Cheese vyi el d:

Thr oughout our analysis, we assumed a cheddar
cheese yield of 9.98 pounds per hundredwei ght of mlk. W
understand that sone have suggested that the use -- sone
have suggested the use of the vat yields contained in

Departnent's cost surveys in the 4B fornul a.
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We urge the Departnent to reject any such
proposal. The cheese yield used in pricing raw m |k nust
be representative of what can be a obtained fromtypica
mlk fromCalifornia. Thus, the yield should not be
derived fromfortified vats, which evidence a yield that
can be achieved only with fortification ingredients that
have a different conposition than that of typical mlKk.

Using fortified vat yields transfers the cheese
maki ng val ue of the fortification ingredients and assunes
that that value is contained in typical mlk. This is an
erroneous assunption. At a mininmum if fortified vat
yields were to be used in the fornula, then all costs
associated with the fortification ingredients, including
all protein prem uns paid, should be included in the
manuf act uri ng al | owance.

It is also inportant that the yield used in the
pricing formula is not derived frommnilk that has been
i ncentivized through the use of premuns to achi eve hi gher
protein and casein tests. Using such mlk in formula
yield cal culati ons woul d essentially require processors to
pay twi ce for the conponents that are of value in their
manuf acturing operations. Under this scenario, a
processor woul d pay once through the protein prem um and
then a second tine through the regulated price. It may be

true that plants could adjust premuns to reflect the fact
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that they are paying for the higher yielding mlk through
the regul ated price. However, the signals to producers
woul d be nuted under this approach because the class price
is paid to the pool and the value of that higher protein
m |k woul d then be blended out to all producers.

Usi ng such incentivized mlk to determ ne the
cheese yield used in the pricing formula would create a
transfer of incone fromdairynen who nake investnents and
i ncur the costs of making higher yielding nmlk to dairynen
who do not produce higher yielding mlk.

To obtain a cheese yield fromtypical mlk, which
is ultimtely what is being priced, it is appropriate to
use the Van Slyke cheddar cheese yield formula. The Van
Slyke fornula is a widely recogni zed predictor of the
anount of cheese yielded froma given quantity of mlk of
known conponent test. It is used widely by the cheese
i ndustry to benchmark cheese plant operations, and was the
basis for the yields in the protein conponent price
formula used in the federal order system

The Van Slyke fornula has the following form

Cheese yield basically cal culated fromthe pounds
of mlkfat in mlk times the fat retention percentage;
added to that is the pounds of casein in the mlk less a
casein loss factor of .1. And that entire termis

multiplied by other solids retained in the cheese; and
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that factor is 1.09. And then the whole thing is divided
by 1 mnus the finished noi sture percentage.

Si nce the nunber of pounds of casein in producer
mlk is generally not tested directly, an assunption is
of ten used regarding the percentage of protein that is
casein, and then that is nultiplied by pounds of protein.
O an assunption is nade on the percentage of
solids-not-fat that is casein, and then is multiplied by
t he pounds of solids-not-fat.

To calculate the yield fromtypical California
mlk, we used the Van Slyke formula with the follow ng
assunpti ons:

M1k was assuned to have a statew de average test
of 3.68 percent fat and 8.76 percent solids-nonfat. A fat
retention of 92 percent, a casein to SNF ratio of .2832,
and a finished noisture of 37 percent. When these nunbers
are plugged into the Van Slyke formula, the result of
yield is 9.98 pounds of cheese.

The m |k conposition assunption of 3.68 percent
fat and 8.76 percent solids-not-fat is the average
producer mlk test for cal endar year 2001 as reported by
CDFA in the Dairy Statistics Annual Sunmit. The
assunption of the 92 percent fat retention is an
exceptionally aggressive one. This fat retention

percentage is at a level that many plants do not attain.
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By contrast, the fat retention assunption that was
enpl oyed in the devel opnment of the federal order pricing
formulas is 90 percent.

The assuned casein to SNF ratio of .2832 was
derived fromdata contained in a mlk conposition study
conducted by Dr. Phil Tong of Cal Poly University. A
summary of the data contained in that study is attached to
this testinony as Attachnent 1.

In the study, Dr. Tong presented summary data of
m |1k conposition by plant type. The casein to SNF val ue
of .2832 was cal culated by constructing the wei ghted
average of the casein to SNF ratios of the fluid and
butter-powder plants in Dr. Tong's study. This
calculation is shown as Attachnent 2.

Cheese plants were excluded fromthe cal cul ation
because their conposition has likely been altered through
the use of the incentives that are paid to dairynen to
encourage themto produce conponents that increase cheese
yield. As | nentioned earlier, conponent tests frommlk
that has been incentivized should not be used in
determining the yields in the pricing formulas. Such a
practice effectively requires processors to pay tw ce sane
benefit, and ultimately transfers value fromthe producers
who create it to those who do not.

The fini shed noi sture assunption we used for the
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Van Sl yke fornmula was 37 percent. This nunber, actually
36.92 percent, was presented by the Departnent with its
manuf acturing cost survey results. Qur nenbers questioned
whet her in fact this nunber represented finished nmoisture
in block cheese, expecting that finished noisture mght be
hi gher. W assuned, since the surveys were used to obtain
estimates of the cost of naking cheddar blocks, that this
nunber represented finished noisture for bl ock cheese in
California. Apparently, we assuned w ong.

At the pre-hearing workshop we were inforned that
sone barrel -type cheese was included in the noisture
estimates. And very recently we received data fromthe
Department which indicated that the finished noisture in
pl ants naki ng 40 pound cheddar bl ocks was closer to 38
percent. Despite this new data, we stand by our assertion
that average test mlk yields 9.98 pounds of cheese per
hundr edwei ght .

W note that our fat retention assunption was
aggressive at 92 percent, whereas the federal orders
assunme a fat retention of 90 percent in their formila
cheese vyi el ds.

W also initially did not include an all owance
for ranch-to-plant | osses of conponents, for which
processors pay based of farmtests, but for which they

recei ve no val ue because the | ost conponents never reach
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the vat. Based on testinony at the Federal Order d ass
Il and IV hearing, ranch-to-plant | osses of conponents
average .15 percent in regions like California, which are
dom nated by | arge farns.

Al so, there's an additional |oss of fat due to
ml kfat's propensity to cling to stainless steel surfaces.
This additional fat loss is equal to .015 pounds of fat
per hundredwei ght of mlKk.

So when these | osses are incorporated into the
Van Slyke formula, along with the fat retention of 90
percent and a finished noisture of 38 percent, we get a
cheese yield of 9.97, virtually identical to our earlier
yield estimates. The cheese yield calculations are shown
as Attachnent 3.

So as this stage in the devel opnent of our
proposal, the dass 4b fornulas were as foll ows:

The cheese hundredwei ght price took the CME
cheddar bl ock price, |less marketing adjustnent of 3.21
cents, less the make of 17.46 cents multiplied by a yield
factor of 9.98. Added to that is the CME AA butter price,
|l ess the 10 cents, |ess a nmake all owance of 12.11 --
there's an error there, it should be 12.1 -- no, .1211 --
sorry -- tines a yield of .27.

The Class 4b fat price is equal to the Oass 4a

fat price. And the Cass 4b SNF price takes the cheese
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hundr edwei ght price and subtracts 3.68 tines the O ass 4b
fat price and divides by 8.76.

kay. This is simlar in structure to the
current formula; just with different assumed milk tests.

These fornul a changes would result in a dass 4b
price that would be | ower by about $0.23 per hundredwei ght
relative to the current fornmnula.

Stage 2 of the formula devel opnent invol ved
| ooki ng at the inpact of adding dry whey explicitly in the
cheese hundredwei ght calculation. During the March 2001
Class 4b hearing, institute testified that the current
Class 4b formul a overvalues m |k used in cheese neking,
and that the different between the value of the m |k used
i n cheese naki ng al one and the val ue generated by the
current formula provided an explicit allowance for whey.

In keeping with our earlier testinony, we |ooked
at the inpact of explicitly adding a dry whey factor to
the formula, making use of sone realistic assunptions
regardi ng whey manufacturing costs and yields derived from
pl ant experience. W assuned that the rel evant whey price
equal western dry whey, nostly, price averages reported by
the Agricultural Marketing Service of the U S. Departnent
of Agriculture. This price uses a tel ephone survey price
and woul d have major shortconings relative to an audited

price survey, but is the only price quote avail abl e that
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reflects western dry whey val ues.

W al so maintain that dry way processing costs
are 3.06 cents per pound greater than the cost of drying
nonfat mlk, or 18 cents per pound -- excuse ne -- 18.18
cents per pound.

The May 2000 federal order pricing hearing led to
the establishnment of a whey nmake al | owance of 15.9 cents
per pound, which is too | ow and does not take into account
all the incremental costs of drying whey in conparison to
dryi ng nonfat mlKk.

Testinony expl ai ning the derivation of these
i ncremental whey drying costs will be entered into the
record | ater today by a representative of one of Dairy
Institute's menber conpanies.

Qur assunption regarding the yield of dry whey
begins with a typical mlk test of 8.76 percent
solids-not-fat and 3.68 percent fat. The derivation of
the whey yield is contained in Attachnent 4 and incl udes
al | onances for losses in the ranch-to-plant and mlk
novenent and whey solids | osses in effluence. Loss
assunptions are those presented in testinony given at the
Federal Order dass Il1/1V hearing during May 2000 and in
subsequent brief filings. | have included as Attachnent 5
a Federal Oder brief filed by Leprino Foods in January

2002, which describes the | oss assunptions enployed in

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

156
this whey yield cal culation. Based on our assunption of
m |k conposition and | osses, the cal cul ated whey yield is
5. 82.

By including dry whey as described above, the
addition to the cheese hundredwei ght value forml a
developed in Stage 1 is the AMS western dry whey price
less 18.18 cents, all multiplied by a yield factor of
5.82. Al other aspects of Cass 4b forrmula renain the
same under the Stage 2 as in Stage 1. Under the Stage 2
formula, the dass 4b price averages slightly | ower, by
about 5 cents per hundredwei ght than the current fornmula.

The main point of this illustration is that the
current formula does not shortchange producers by its
failure to explicitly incorporate non-cream whey.

In Stage 3 we assessed the desirability of
explicitly incorporation of whey into the pricing formla.
We argued at past hearings that there are several reasons
why non-cream whey val ue shoul d not be incorporated into
the 4b fornmula. W have reiterated and we further
expl ai ned sone of those reasons here. This has been
entered in previous testinmony. But basically the first
reason is that there is no i nherent raw whey val ue.

The second reason is that data pertaining to whey
processi ng and di sposal costs, the quantities of different

whey products produced, and the actual California yield of

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

157
whey fromraw m |k used to nmake cheese are either
insufficient or vary too widely to design a pricing
fornmula that is reflective of actual narket circunstances
in California. And then CDFA's hearing exhibit kind of
backs that up.

Third reason is that dry whey for human
consunption is produced by only one of the plants included
in the manufacturing cost survey. And one plant is not
really a good basis for a pricing formula. There are
other plants that nake dry whey, l|ike nozzarella plants.
But they have different waste stream conposition and,

t herefore, would have different yields of processing
costs. And they shouldn't be used.

There are several plants produci ng whey protein
concentrate, but there's considerable variability in these
operations. And it would be unlikely that a fornula could
be devel oped that fairly represents those operations.

Anot her problemwi th including dry whey in the 4b
pricing fornula is that novenents in dry whey prices
correlate poorly with novenent in the prices of other
products derived fromwhey. W have sone evidence in the
heari ng exhibit from CDFA that backs that up

Rat her than include whey explicitly, the
mar ket i ng adj uster for cheese can be altered to yield the

same price |level attained under the current formula. This

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

158
result can be acconplished by setting the market
adjustnent factor at .008 per pound rather than the 3.21
cents per pound suggested by Departnment data.

As we have stated earlier, we believe that the
price level generated by the existing dass 4b formul a
adequat el y conpensates dairynen for the mlk that is used
i n cheese naki ng even when the val ue of non-cream whey is
taken into account. The forrmula we propose here makes
technical corrections to the fornula, using nore recent
i nformation on the manufacturing costs, product prices,
yields. But it results in a price level that is basically
the sanme as the one generated under the current fornmula.

And the formula is listed there.

Most of the other proposals being considered,
especially those that address O ass 4b, seemto assune a
legislative directive to maintain the same prices, or some
constant price rel ationship, between O ass 4b and Federa
Oder dass Il prices. No such directive exists.

Rat her, the prices generated by the Cass 4b formul a nust
be a reasonable relationship to the national val ue of
manufactured m |k products. The issue of the relationship
to federal order prices is of secondary inportance to
consi deration of whether the conbined incone from al
classes of mlk is adequate, and whether the fornul as

generate prices in sound relationship to the nationa
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val ue of manufactured mlk products. California plants
need to maintain their conpetitiveness so that producers
can continue to have viable outlets for there mlk.

The proposals put forth by the foll ow ng groups
j eopardi ze the market by negatively inpacting the
conpetitiveness of the manufacturing sector

Al liance of Western M1k Producers' proposa
encour ages an unnecessary internedi ate step toward protein
pricing. Protein pricing should not even be consi dered
until paynment into the pool and out of the pool can be
made on the sane basis.

The Alliance proposal initially would enhance the
price paid by dass 4b processors and hurt their
conpetitive position. Later it would result in a transfer
of income from high protein producers to | ower protein
producers because it nmakes changes to the stabilization
pl an w t hout correspondi ng changes to the pooling plan.

If protein pricing is to be considered in any
fashion, it must be done with simultaneous pooling and
stabilization hearings so that necessary correspondi ng
changes can be considered on that.

Not surprisingly, the Alliance' s proposa
substantially raises the price cheesenakers will pay for
mlk, while lowering the price butter-powder nmakers wil |

pay for mlk. This will inprove the conpetitive position
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of the industry sector whose chief nmarket is the federa
governnent, and reduce the conpetitive position of the
sector that has nore viable comrercial demand for its
products. This is not a sound policy and the Depart nent
shoul d reject this proposal

CDC s proposal would lead to substantially higher
O ass 4b prices, which woul d damage the conpetitiveness of
California s cheesenmakers in the national market. During
peri ods when nilk is abundant and prices are |low, CDC s
proposal could result in sone milk being |left unpurchased
as plant margins are squeezed by the variabl e nake
al l onance. Wen nmilk prices are | ow due to excess mlk
supplies, it is not in the best interest of the industry
to encourage mlk plants to forego nil k purchases by
restricting their nmarketing. As we stated earlier, there
is no economc justification for the explicit
i ncorporation of dry whey in the fornula. W urge the
Department to reject this proposal

Federal order formulas do not snub the comodity
prices used in the formulas at the higher of the CCC price
or the market price. In periods of |Iow prices, California
manuf acturers could be at a conpetitive di sadvant age
relative to their counterparts in other regions of the
country if the California Dairy Wnen's proposal is

adopt ed.
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California Dairy Wnen's proposal does not
recogni ze the California prices nust be |ower than federa
prices to pay for the shipnment of California manufactured
dairy products to eastern narkets.

Western United' s proposal inappropriately
enhances the price for Oass 4a and d ass 4b, naking
California cheese, butter, nonfat dry mlk, ice cream
yogurt, and other dass 2 and 3 products nuch | ess
conpetitive. The cheese yield factor of 10.2 is too high
for mlk testing 3.65 percent fat, 8.78 percent
solids-nonfats. The yield factors used for butter and
nonfat dry mlk do not account for degraded product as
described earlier in the testinony.

Western United' s use of nake al | owances
constructed froma sel ected wei ghted average of only the
| ower-cost plants in the cost surveys is wthout
techni cal, mathenmatical, or economc nerit. By
definition, a weighted average cost will be higher than
the cost of sone plants and | ower than the cost of others.
By constructing a sel ected wei ghted average of plants in
t he survey, the proposed nake al |l owances cover a nuch
snmal l er portion of the plants' costs and will likely |ead
to a contraction of the nunber of plants that operate in
California. This approach is sinply a device to | ower the

make al | owance and raise the regulated price and is
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wi t hout sound rational e.

W oppose explicit incorporation of the dry whey
factor in the Cass 4b fornmula for the reasons previously
nmentioned. However, with respect to the fornula
presented, we note that the proposed manufacturing
al  ownance for dry whey did not cover the cost of such
operations in California. W urge the Departnent to
reject Western United' s O ass 4a and 4b proposals.

Dairy institute believes that mnimummlk price
regul ations are the nost powerful policy tools that the
CDFA has. The Secretary can dramatically inpact the
mar keting opportunities of the |eading agricultura
comodity of the State with a single hearing decision
The Departrnent rnust therefore take extrene care in setting
mnimumprices. W believe minimumnilk price regul ations
shoul d be based on narket-oriented econonic principles and
analysis. W also believe that the greatest risk in any
mnimumm |l k pricing regulation decisionis in setting
prices too high, which may | ead to enhanced producer
inconme in the short run, but a | oss product sales and
manuf acturing capacity in the |onger run

W believe that the priority of the Departnent
nmust be to establish policies which nmaintain and build
mar ket outlets for the growing supply of rawmlk in

California. H gher regulated prices will not result in
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| ong-termrevenue gains for producers if the price paid to
achi eve these gains is an unconpetitive dairy processing
and manufacturing sector. Such changes lead to
di sinvestment in manufacturing and a | oss of markets for

Cal

fornia producers. California has becone a significant
net exporter of mlk products. W nust be conpetitive,
not only in our own State, but in transporting products
and conpeting in other areas of the country and ot her

nati ons as well.

Thank you for this opportunity to testify. And
I"'mwilling to answer any questions you have at this tine.
W al so respectfully request that the Departnent grant us
a period for filing a post-hearing brief.

HEARI NG OFFI CER ESTES: Thank you, M. Schiek
Your request for a post-hearing brief is granted.

And at this tinme the panel may have questions for
you.

AGRI CULTURE ECONOM ST GOSSARD:  Just one.

M. Schiek, with reference to the California
Dairy Wonen's Association proposal, on page 10 you state
that the proposal does not recognize that California
prices nust be |ower than federal prices to pay for the
shi prent of California manufactured products to eastern
mar ket s.

Since their proposals are the higher of the
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support group price or a CME price | ess the market
adj ust nent, whatever you want to call it, doesn't that
address that issue?

DR SCH EK: In part. But the thing you' ve got
to renmenber is that when product is being sold to the
governnent, very few of the manufacturers are selling 100
percent of the product to the governnent at that tine.
Sonme of the product is still being sold to the conmerci al
markets. And there are a lot of reasons you would do
that. One is to keep custoners than have themgo to
anot her supplier long run.

And the price demanded in that market may in fact
reflect the fact that you' ve got to nmove that product,
that commerci al usage

AGRI CULTURE ECONOM ST GOSSARD:  And so, say,
from-- your proposals you talk about a 3 cent adjustnent
on both butter and cheese. That's -- | realize that's
Step 1 in the cheese part.

You don't think 3 cents would be sufficient to
sell commercially bel ow support?

DR SCH EK: No, | think it probably -- naybe I
didn't understand the California Dairy Wnen proposal. |
t hought that 3 cents disappeared when the support price
was enacted. But if it's still in there, then | retract

nmy statenent.
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AGRI CULTURE ECONOM ST GOSSARD:  Yes, they
subtract out the nmarket adjustnent both to support
purchase price and the --

DR SCH EK: Then that's fine.

AGRI CULTURE ECONOM ST GOSSARD: Ckay. So that
clarifies --

DR SCH EK: That issue's gone.

AGRI CULTURE ECONOM ST GOSSARD:  That issue's
gone.

Ckay. On page 3 and 4 you're specul ating why the
butter adjuster went fromfour five down to about three
t wo.

The data on that adjusted that and changed --

DR SCH EK: Page 4?

AGRI CULTURE ECONOM ST GOSSARD: (n page -- bottom
of page 3, top of page 4. You nentioned that it's
i mportant because at the margin the butter price in
California would be determi ned by the value of butter sold
at the CMVE

Is it possible that the survey was done at a tine
when butter was wel |l above support purchase price, and a
survey done now where the butter is traded near the
support purchase price the results night be different?

DR SCH EK: | think -- yeah, | think those

prices can always be different depending on the tine
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peri od chosen.

And as | nentioned, you know, you can have
situations that mght persist for a short period of tine,
but they may not reflect the longer-run relationship
bet ween the price of butter in Chicago, say, and
California or the -- essentially the longer run in
California price

AGRI CULTURE ECONOM ST GOSSARD:  The Dairy
Institute, as | understand it, is proposing that in lieu
of an inplicit consideration of dry whey price, that sone
adj ustnent be nmade in the cheese price to generate
addi ti onal revenues and offsets. Is that kind of it, or
are you --

DR SCH EK: Yeah, that's kind of it in a nut
shell. W noted in March 2001 that the 1.2 factor in
current formula, the marketing adjustnment doesn't really
reflect -- doesn't really get cheese price down to what
California val ue is.

But we argued at the tine that in fact that price
| evel generated by that fornula was effectively
i ncorporating an all owance for whey, just not
specifically. And we just -- part of our proposal, that
noti on.

AGRI CULTURE ECONOM ST GOSSARD:  Now, one

criticismyou nade of using the price for skimwhey powder
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explicitly was it doesn't necessarily correlate with
prices for other dry whey products, is that correct?

DR SCH EK:  Um hmm

AGRI CULTURE ECONOM ST GOSSARD:  But isn't it true
t hat cheddar cheese and -- the price of cheddar cheese may
or may not correlate with the price of any dry whey
pr oduct ?

DR SCH EK: That's a good question, and I'm
going to attenpt to answer it. But | think we ought to
ask it again to one of the cheesenmakers here because they
coul d probably give you nore specifics.

But ny understanding is that a lot of the
comodi ty-type cheeses that are sold, whether they be
nozzarell a or Monterey-Jack-type cheeses or cheeses, all
nove pretty nmuch in relation to the CME cheddar price
That there's usually some prem um or discount to that
price that affects the prices received for those products.
They don't nove independently. [It's true that they aren't
the sanme, but they tend to nove in the sane direction

I'mnot sure based on the data that was presented

and the data that's available publicly that the sane thing

is true for dry whey and WPC. |'mnot seeing that
relationship, at least not in -- that exists over a period
of tine.

ACGRI CULTURE ECONOM ST GOSSARD:  Now, in the case
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of the data the Departnent rel eased that showed that there
was an R Squared val ue of about 7 percent between cheese
prices and ski mwhey prices; now, if the relationship
bet ween cheese prices and dry way powder prices were the
sane 7 percent R square range, would you say that would
i ndi cate that cheese is not a good indicator of val ue of
dry whey at any given tine?

DR SCH EK: Ch, | think that's probably true
And, you know, what we attenpted to | ook at was what if
you were to turn fromdry whey over a |onger period of
time on an average termreturn. Because sonetines -- you
know, if you had whey explicitly in formulas, and whey
prices are 30 cents a pound, you're going to return nore
noney than when they're 16 cents a pound.

So we were | ooking nore at an average. |It's true
that -- you know, that forrmula would not track the dry
whey val ues.

AGRI CULTURE ECONOM ST GOSSARD:  Wul d that create
a problem for cheese plants -- if you took an average
value for the whey streamfromthe price of cheese when
say, whey prices were depressed, would that create a
probl em covering plant noney?

DR SCH EK: | suppose it could if the plant
margins are that tight. | mean if you have that regul ated

price set so tight that, you know, there's not nuch
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operating margin room then, yeah, that would pose a
pr obl em

W' ve consistently argued that the regul at ed
price should really reflect mninumprices.

AGRI CULTURE ECONOM ST GOSSARD:  And, finally, to
no surprise, I'mgoing to ask you sone very specific
guesti ons about how you'd use the Van Sl yke formul a.

You used an assunption of a 92 percent fat
retention. You argued about that which is a 90 percent.
But how did you arrive at 92 percent to begin with?

What -- as opposed to 91 or --

DR SCH EK: Well, you have to go back to
testinony we gave at the stabilization plant hearing in
Fresno in 1997. And we had nenbers that were testifying
that they did not achieve a 92 percent yield. And we said
at the tine we were kind of setting an aggressive target
for the industry.

And, you know, | think you have to al so realize
that what nost plants are looking at is, is their
regul ated price for the mlk they buy sufficient to cover
the cost of the various operations that they have.

And so whether it's 92 percent -- you know, somne
pl ants can get 92 percent, sone can't.

And | think what we've seen over the past few

years is that the nost efficient plants are getting, you
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know, fat retention of that level, but they're still sone
that are not.

AGRI CULTURE ECONOM ST GOSSARD:  When you deri ved
a percent of casein and solids-not-fat froma Cal Poly
data, you excluded the cheese plants. You just |ooked at
butter-powder plants because you felt the cheese plant
data would reflect protein --

DR. SCH EK: Right.

AGRI CULTURE ECONOM ST GOSSARD:  Then wouldn't it
have been appropriate instead of using the average mlk
test for all of California, to use an average mlk test
for mlk going into plants other than 4b plants?

DR SCH EK:  You might have a point there. And
there nay be sone | ogical consistency to that. But I
don't have that data. | nean the -- the Tong data is mlk
inasilo, not mlk inthe farm And | don't have that
data on that --

AGRI CULTURE ECONOM ST GOSSARD: Coul d you have
used the fat and solids-not-fat test for the non-cheese
plants fromthe Tong data?

DR SCH EK: Again, those are tests of mlk in a
silo, not farmtests. And what we're pricing is --
ultimately is farmmlk. So the yield needs to be
reflected in farmmlKk.

So there are sone differences. And in fact when
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you |l ook at those silo tests and conpare themto the farm

mlk tests by nonth, there are sone differences that

appear. So it's a-- andit's a--1 neanit's a snall
sanple. Let's be honest. | nean he's not out there every
day collecting -- he wasn't out there every day
collecting, you know, sanples at the silo. It was a

sel ected sanple and it suffers to sone degree from snal
sanmple by itself.

AGRI CULTURE ECONOM ST GOSSARD:  No furt her
guestions. Thank you.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Dr. Schi ek,
just a couple questions for you.

On page 1 you nake that statenment that you
mai ntai n changes in federal order manufacturing mlk
prices do not require correspondi ng changes in California
price levels.

VWhat basis do you have for saying sonething |ike
t hat ?

DR SCH EK: Well, unlike the |egislative mandate
on fluid mlk products where there's specific reference to
the prices of mlk in other states, the main reference
here is to price of national value manufactured dairy
products. And, you know, what we're saying is that
conpetitive considerations are inportant. But -- for

exanple, if the Departnent were to | ook at the decision

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

172
made by -- final decision nmade by USDA, and let's assune
that they nade sone errors, we don't think we should be
obligated to follow themin those errors, plain and
si npl e.

SENI OR AGRI CULTURAL ECONOM ST ERBA: On page 4 of
your testinony you' ve cited four reasons for the
difference of the CME price relative to California butter
price. And one of themwas that cost of noving butter to
Chi cago may have fallen and that should now be 3.32 cents
per pound instead of 4.5 cents. And then you |ater reject
that as being probably an unlikely reason for that.

Do you know what the cost of noving butter is?

DR SCH EK: | do not. And like | said, nost of
nmy menbers are not involved in shipping commodity butter
Fromindustry discussions, | just basically gathered from
the discussions that it's nore than 3.3 cents.

And | know you've got a couple representatives of
CDI here today. They nake a |lot of butter. And that
woul d be a good question to pose to them

SENI OR AGRI CULTURAL ECONOM ST ERBA: On page 6 of
your testinony you -- on the bottom of the page, you speak
to the assunption that you used for the Van Sl yke fornula
was 37 percent. And you state later in the paragraph that
it's probably closer to 38 percent. Although you stand by

your original assertion that the yield ought to be 9.98
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pounds.

Did you actually run through a calculation to see
what would be the yield if you noved the moisture from 37
to 387

DR SCH EK: W thout mneking any other changes?

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Yes

DR SCH EK: Yeah, it would go up. | don't
recall that, what it was.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Woul d you
care to submit that in your post-hearing brief?

DR SCH EK: Yeah, | will go through that
cal cul ati on.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  The whey
yield that you site at 5.82 on page 7, does that come from
the nozzarella plant?

DR SCH EK: You know, the yield -- you know, it
would be -- the yield there is indicative of a cheddar
operation. And there are sonme assunptions that -- sone of
which | think are derived fromthe Cornell study that was
referenced earlier -- basically that the fat recovered
fromthe whey cream-- 90 percent of the whey creamfat is
actually recovered as whey cream A certain anount ends
up going into the dry whey. So there is sone fat in the
dry whey.

Those ki nd of assunptions canme fromthe Cornel
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study. But basically it's a cheddar cheese operation
that's been nodel ed. And the assunptions of the Van Sl yke
fornula are al so i nbedded in that.

SENI OR AGRI CULTURAL ECONOM ST ERBA: So is this
your theoretical nunber, not actually --

DR SCH EK: Well, yes, it's not actually a
plant -- where |'ve gone to the plant. This would be,
agai n, nmaking the assunptions of typical mlk testing,
3.68 fat, 8.76 percent solids-not-fat. You put in
different starting conponent tests into the cheese vat,
you're going to end up with a different whey streamand a
different yield.

SENI OR AGRI CULTURAL ECONOM ST ERBA: G ven that
you mght conme up with a different whey stream based on
what kind of plant it is, how do nozzarella plants vyields
| ook i ke conpared to this 5.82 yield?

DR SCH EK: Mozzarella yields are lower. Dry
whey yields are | ower, at |east --

SENI OR AGRI CULTURAL ECONOM ST ERBA:  How much?

DR SCH EK: Well, the nunbers | saw were -- a
coupl e of charts that were put together by the Food
Sci ence Departnent at the University of Wsconsin. And
t he nunber for cheddar was essentially the sane as --
5.84, in that range. | believe the nbzz nunber was -- |

bel i eve 55 sonething -- 555, sonething |ike that.
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Agai n, those aren't exact nunbers. That's what |
recoll ect fromlooking at those charts. | could provide
those you for you if you'd like.

SENI OR AGRI CULTURAL ECONOM ST ERBA: | f you could
provide them that woul d be super

| have, | believe, just one nore question. And
it's on page 9. Your statenent that the existing 4b
fornmul a adequat el y conpensates dairynmen for the nmlk that
is used in cheese.

Is that relative to what the federal order prices
are or just a statenment by itself?

DR SCHEK It's a statenment by itself relative
to the value that plants are able to get out of their --

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (Ckay. Thank
you.

HEARI NG OFFI CER ESTES: Do we have any nore
questi ons?

Al right. Thank you, Dr. Schiek

And at this time we'll take a 10 mi nute break
bef ore we proceed on to take public testinony.

(Thereupon a recess was taken.)

HEARI NG OFFI CER ESTES:. Al right. W're ready
to proceed with taking public testinony. So if you could
pl ease sit down and get settled so we can take the

testimony fromthose of you who have signed up
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Al right, people, please sit down so that we can
commence in taking testinony.

Coul d we proceed with taking public testinony at
this tinme?

Menbers of the public, you may now testify with
each speaker provided with 20 m nutes, followed by
questions fromthe panel

So to assure the accuracy of today's hearing
record, | request that each witness answer the foll ow ng
guesti ons.

Do you swear or affirmto tell the truth and
not hi ng but the truth? State your name and spel |l your
last nane. ldentify the organization that you represent,

t he nunber of nenbers in your organization, the process by
whi ch your organization finalized your testinony today.

So that will essentially be the process by which
we will have to take testinony today.

I would also note that although we have reserved
this room for hearing tonorrow, and a nunber of you have
prepared for testinmony today with the idea of taking 20
mnutes, if there are any of you that are able to provide
your testinony in a lesser period of tine, please do so.

But we want to get, you know, the conment from
everyone and with the depth of conment that's been

prepared. So we will provide 20 m nutes for you. But,
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again, for those of you who can provide your testinony
nore expeditiously and get your point across and your
witten testinony into the record, we woul d be nost
appreci ati ve.

So at this time we'll take the testinony of
M chael Rei nke.

MR REINKE: |Is this on?

HEARI NG OFFI CER ESTES: | belief so.

At this tine we'll take testinony from M chael
Rei nke.

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

MR REINKE: Yes, | do.

HEARI NG OFFI CER ESTES: Could you state your nane
and spell your [ast nane.

MR REINKEE M nane is Mchael Reinke
R-e-i-n-k-e.

HEARI NG OFFI CER ESTES: Could you identify the
organi zation that you represent.

MR REINKE: Kraft Foods, | ncorporated.

HEARI NG OFFI CER ESTES: Could you identify the
nunber of nenbers in your organization

MR, REINKE: Boy, | think the enpl oyees are in

t he thousands -- 50, 000, 60, 000.
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HEARI NG OFFI CER ESTES: And the process by which
your testinmony was finalized today?

MR REINKE: This was devel oped by ne in
consul tation with our attorney.

HEARI NG OFFI CER ESTES: All right. | have a copy
of your witten testinony today. Wuld you like to have
that entered into the record?

MR REINKE: Yes, | would, please.

HEARI NG OFFI CER ESTES: It will be entered into
the record as Exhibit Number 51.

(Ther eupon the above-ref erenced docunent

was nmarked by the Hearing Oficer as

Exhibit 51.)

HEARI NG OFFI CER ESTES: And pl ease proceed with
your testinony.

MR REINKEE M nane is Mke Reinke. | am
presenting this testinony in support of the proposal of
the Dairy Institute of California, in opposition to
proposal s that woul d unreasonably increase the dass 4b
and 4a prices, further stinulate California mlk
production, and effectively elimnate any profit and
return investnent to California cheddar cheese plants.

Kraft Foods operates two nanufacturing plants in
California. Qur plant in Visalia nmakes Knudsen brand

cottage cheese and sour cream as well as nonfat dry mlk
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and butter. And the Tulare plant nmakes Italian cheese,
with is shipped and bul ked to Wsconsin for drying,
grating, packagi ng and national distribution

Kraft operates its own nmanufacturing and
processing facilities in eight other states.

Kraft procures cheese on a regular basis fromits
own plants and plants operated by other conpanies. These
source plants are located in California, Arkansas, |daho,
M nnesota, M ssouri, South Dakota, New York, North Dakot a,
Wsconsin, Illinois, lowa, and Vernont.

Kraft has closed many manufacturing plants over
the last 20 years and relies increasingly on dairy
products we purchase fromothers. Sinmlar to nationa
production trends, we have continued to i ncrease our
purchases and production fromthe Western states. Eight
years ago we built the Tulare facility, and have recently
expanded its capacity. This replaced we previously
produced in the mdwest. W began sourcing cheese from
I daho ten years ago. And we have significantly increased
cheese purchases from California since 1995.

Qur decision on where to buy and where to nake
cheese boil down to sinple economcs. Anmong factors we
nmust consider are: Reliability of a quality supply of
m | k and cheese, transportation and narketing | ogistics,

the State and federal regulatory climte and, of course,
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raw product or ingredient price.

The WUD, Alliance, and CDC proposals to increase
Class 4b price by taking profit and return on investnent
from cheddar cheese manufacturers will danage California's
conpetitiveness in the national and regional markets for
manufactured mil k products and threaten the availability
of local manufacturing capacity of California nmlk. The
proposal s are off the mark for reasons of economcs,
policy, and fact. Wey production and revenues are
implicitly included in the current dass 4b price. Wey
production costs and revenues might be included in the
Class 4b price, but only if correspondi ng adjustnments are
nmade to the cheese conponents in the dass 4b fornmula.

The existing 4b fornula produces a price that is
too high relative to the federal order Cass Il prices.

Much of California' s bul k cheese production, |ike
that of Kraft, is shipped to the m dwest where it is cut,
wr apped, processed, and distributed to the nation's
primary popul ation centers in the eastern and central tine
zones. It costs Kraft about 5.5 cents per pound to
transport bul k parnesan from California to processing and
packaging plants in the east. For this reason, anong
others, California regul ators have recogni zed that the
G ass 4b price nmust be a little lower, not greater, than

the federal Class Ill price in order to permt the
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California cheesenakers to conpete in the national narket
and provide an outlet for mlk produced by California
dai rynen.

The current adjustment of 1.2 cents per pound of
cheese off the Chicago Mercantil e Exchange price in the
G ass 4b pricing formula, to account for the | ower val ue
of California cheese f.o.b. the manufacturing plant, is
not enough to allow for transportation. The California
butter price formula, which allows 4.5 cents off the CVE
(or 3.32 cents, as proposed by the Dairy Institute) to
account for manufacturing |ocation and shipments to the
m dwest, better reflects the reduced val ue of
Cal i forni a-produced m |k products, including cheese.

To maintain conpetitive parity in raw mlk costs
for cheese delivered to the mdwest plants, the California
O ass 4b price should be about 55 to 60 cents per
hundr edwei ght bel ow federal Cass Il prices. Since the
Class 4b price is already too high relative to the federa
Class Ill price, any formula which attenpts to add the
product val ue of whey should provide a correspondi ng and
equal (or greater) reduction in the value of mlk used to
produce cheese, by increasing the cheese |ocation
adj ustnent or the nmake al |l owance for both.

Al costs nust be considered in the formula.

The proposals to increase the Cass 4b price
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woul d produce the sanme effect as | owering the nmake
allowance. |f rates are to be based on costs and revenue,
all costs nust be considered. Costs may be understated by
unrealistic estimates of manufacturing efficiency or
sinply by pretending some cost elenents do not exist.

Just like inputing revenue that does not conme in or yield
that does not occur, any failure to account fully for al
costs will produce confiscatory results in the regul ated
margi n. Costs include not only processing, packagi ng, and
adm ni strative, but also marking, shrinkage, product |oss,
prem uns paid, service costs, and bal anci ng costs. Any
costs actually incurred that are not factored into the
formula serve to reduce or elimnate the neager return on
i nvest ment .

Recent federal order experience has reveal ed that
California's current nmake along fails to include any
central factor for marketing of finished nmanufactured
products. Two nonths ago, USDA expl ai ned:

"Both the marketing all owance and return on
i nvestment factors should be included in the manufacturing
al | onances provided in the conponent price fornulas at the
rates supported by the California data. |If the processors
are not providi ng enough of a nmanufacturing all owance to
mar ket the product they process or to earn any return on

i nvestrent, they will not continue to provide processing
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capacity for producers' mlk."

California's failure to include a nmarketing
conponent in its make all owance fornul as understates
manuf acturing costs and fails to recognize that in order
to produce revenue available to dairy farners, buyers nust
be found. Marketing costs noney, which is not included in
the current formula, and the fornula therefore understates
pl ant costs to convert producer mlk to product dollars.

Al t hough Kraft does not produce cheddar cheese in
California, its cost experience for parmesan cheese and
whey are relevant. Wey powder production costs at the
Tulare plant are currently 18.62 cents per pound. And
about 18 percent of the whey produced is not edible grade
and nust be sold for animals to use at a substantially
reduced cost.

Kraft produces nonfat dry mlk at is Visalia
plant. Its drying costs are 13.1 cent and packaging is
1.1 cents, for a total of 14.2 cents. One percent of the
powder produced is not edible grade and is sold at
substantially reduced prices.

Refl ecting the shortage of nmanufacturing capacity
in California, Kraft pays significant charges for
alternative disposition of mlk when it cannot received
the conmtted volunmes at its Tulare plant. |n Decenber of

2002 Kraft paid 72-cents a hundredwei ght for mlk not
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purchased to cover freight and alternative disposition
costs.

As noted above, Kraft's cheese transportation
costs to the mdwest are 5.5 cents per pound. The current
| ocation adjustnent in the dass 4b fornula is only 1.2
cents off the CME price. This is well short of actua
costs. It is also well below CDFA's survey of differences
between CVD and California cheese prices, which averaged
3.2 cents for January 2001 through July of 2002.

If any change is nmade to the 4b formula, the
| ower val ue of products originating in California, due to
transportation, must be fully included.

The threat to manufacturing capacity.

An increasing portion of California's surplus
mlk, as in the past, nmust now be transported to Idaho and
other states to find avail abl e capacity.

CDFA, working in harnony with the California
dairy industry, recognized nany years ago that if dairynen
were to have a market for their mlk, and the industry
were to reach its growh potential, the State nust
establish manufacturing mlk prices at a | evel which
allows California plants to conpete effectively with
plants in the mdwest and the unregul ated northwest and
sout hwest to provide manufacturing capacity to handl e

California s expanding m |k production, and to market
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products to the m dwest and east where the nation's
primary popul ation centers still lie. California and
ot her western states produce far nore mlk and cheese than
is needed by local nmarkets. The extra cheese production
i ncludi ng | ocal cheese displaced by out-of-state cheese
sales into California, nmust be sold at conpetitive prices
to buyers in the east.

The proposals at this hearing are simlar to
several advanced at a hearing held in Fresno on Septenber
3rd, 1997, to significantly reduce manufacturing margins
of California mlk plants with the hope that this would
benefit California producers. Responding to those issues
over three ago, CDFA explained in its Statenent of
Determ nation that the approach advocated then, and
revisited today, disregards conpetitive reality and is
contrary to regulatory policy.

And rather than reading this, I'Il just skip
through it. Because it's there, and you know what you
read, not what you said.

The economi ¢ policy considerations which CDFA
relied five years ago are even nore conpel ling today, as
m | k products manufacturing continues to consolidate and
interstate markets are increasingly integrated. In its
decision on March 5, 2001, CDFA reiterated -- and, again,

I won't read that to save sone tine
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Nurmber 4: The WIUD, the Alliance, and the CDC
proposal s would stirmulate m |k production and further
reduce mlk prices.

It is an economc fact that dairy farnmers, over
time, expand production when prices are good relative to
production costs. Wen prices are too low, farners cul
cows, sell assets, reduce costs, and cut production

M1k prices have been relatively |ow nationw de
for the past year. But while dairy farmers in nost
m | k- produci ng states have reduced mlk cow inventories,
farnmers in California have continued to expand cow
inventories and mlk production. California farmmlk
prices are, no doubt, at distress levels for sone mlk
producers; but overall, they continue to stinulate
expansion. The nost recent data from NASS (M Ik

Production, January 2003, excerpts attached) reveal that

i n Decenber 2002 California farnmers expanded m | ki ng herds

by 58,000 cows and m |k production by 118 nillion pounds
over Decenber 2001. The 49 other states experienced an

aggregate | oss of 32,000 mlking cows. Dairy cow
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slaughter for the second half of 2002 was up 106, 000 over
the sanme period in 2001, according to USDA's January 24,
2003, livestock slaughter report.

California' s continued expansion of mlk and
dairy product production, as also revealed in the nost
recent California Dairy Information Bulletin, is a
significant factor in current | ow manufacturing mlk
prices. |In the absence of a commercial market for nuch of
March California' s nonfat dry m |k production, and sone of
its cheddar cheese production, products nust be sold to
the CCC under the mlk price support program as the market
of last report. The DI B shows nonthly powder sales to the
CCC, representing the majority of production in many
nonths. There have been fewer sales of cheese to the CCC
but California has nmade nore than its share of cheddar
sales to the CCC during 2002 according to published USDA
reports.

Concl usi ons:

The WUD, the Alliance, and the CDC proposals, in
short, would sharply discourage future investnent in
California mlk manufacturing capacity and nake California
cheese | ess conpetitive in the west, mdwest, and east.

If California cheese delivered to the mdwest |ocations is
not conpetitively priced, mdwest cheese buyers and food

processors will inevitably replace cheese fromCalifornia
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with cheese fromother sources. |If California O ass 4b
prices are increased relative to the Federal Cass I
prices, nore mdwest cheese will find its way to
California grocery store shelves. Neither scenario is in
the best interests of California dairy farmers or the
larger California dairy industry.

Thank you for this opportunity to present our
Vi ews.

HEARI NG OFFI CER ESTES: Al right. Do we have
any panel s questions for M. Reinke?

SUPERVI SI NG AUDI TOR HUNTER: M. Rei neke, on the
second page -- |I'msorry -- on the third page --

HEARI NG OFFI CER ESTES: | think Reinke -- \Wat
did you say, Reinke or Reineke?

SUPERVI SI NG AUDI TOR HUNTER | was cl ose.

MR REINKE: | wasn't going to argue.

HEARI NG OFFI CER ESTES: Was a Li eutenant Governor
along time ago, and | don't think he's here representing
Kraft Foods today.

SUPERVI SI NG AUDI TOR HUNTER.  Al'l right, Mke, on

page 3.

(Laughter.)

MR REINKE: Page 2 or 3?

SUPERVI SI NG AUDI TOR HUNTER:  Page 3, where you
say it's -- onthe 5 1/2 cents, you're calling that a

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

189
haul i ng charge, not a marketing charge?

MR REINKE: Yeah, | guess -- well, | |ooked at
our freight rates. Qur primary processing plants where we
take California cheese are New U m M nnesota; Wausau,

W sconsi n; Chanpaign, Illinois; Springfield, Mssouri; and
sonetines al so Al entown, Pennsylvania. But the freight
bills run anywhere from5 to 6 cents. I1t's roughly -- the
| owest freight we have is $1800 to Springfield; and it
runs $2400 to Wsconsin. And we get roughly 38,000 pounds
of cheese on a | oad.

SUPERVI SI NG AUDI TOR HUNTER: And that's from your
Tulare plant in California?

MR REINKE: And also the other two plants that
we buy cheese fromthem we don't own in California.

SUPERVI SI NG AUDI TOR HUNTER  Now, that'd be a
bl ock cheese or barrel cheese?

MR REINKE: It's both barrel and what we cal
640's. W don't buy in 40 pound bl ock cheese.

SUPERVI SI NG AUDI TOR HUNTER: (Okay. So a 640 or
barrels.

So the marketing charges woul d be extra on top of
t hat ?

MR REINKE: Yes.

SUPERVI SI NG AUDI TOR HUNTER.  How much woul d you

estimate on a per-pound basis the marketing charge is?
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MR REINKE: Well, if | gave you Kraft's nunbers,
you probably wouldn't believe that. But | think what the
federal program-- when they cal cul ated the federa
program it was equivalent to about 1 1/2 cents per
hundredwei ght of mlk or .0015 per pound of cheese.

SUPERVI SI NG AUDI TOR HUNTER.  And on page 5 where
you're quoting -- on that first quote at the top of the
page, where you nention about return on investnent
factors.

In our cost studies we have the current return on
i nvestment factors in there, right?

MR REINKE: Yeah --

SUPERVI SI NG AUDI TOR HUNTER:  You' re tal ki ng about
sormet hi ng el se?

MR REINKE: | was tal king about prinmarily the
marketing factor, which is in there.

SUPERVI SI NG AUDI TOR HUNTER Ckay. So that's
mar keting again you' re tal ki ng about --

MR REINKE: Right.

SUPERVI SI NG AUDI TOR HUNTER: -- nore than
anyt hi ng el se?

Ckay. Thank you.

ACGRI CULTURE ECONOM ST GOSSARD:  Just to nake sure
| heard you correctly. On a per pound basis, you said the

cheese -- you said it was 0.15 cents, or what --
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MR REINKE: It was .0015, which -- per pound of
cheese, which on a 10 pound yield |I think conmes back to
about 1 1/2 cents a hundredweight on milk. That's what
the federal decision incorporated for nmarketing. You
know, | think that's -- | know our nunbers woul d be much
different than that.

AGRI CULTURE ECONOM ST GOSSARD: My ot her question
has to do with your opposition to including the support
purchase price in the pricing fornul as.

In your opposition, did you realize that the
proposal is different than it had been used before? In
this case they would subtract the marketing freight
adj ustnent fromthe support purchase price. Wuld that 3
to 4 cents be sufficient?

MR REINKE: Yeah, | -- but were they going to
floor at the support price?

AGRI CULTURE ECONOM ST GOSSARD:  No, they woul d
floor at the -- the cheese price would be floored -- under
their proposal the butter price would be floored at the
support purchase price for butter less 4.5 cents, the
cheese price at support less is 1.2 cents. That is given
what is currently in place. People have al so tal ked about
changi ng the adjusters to about 3 cents. And I'm asking
this --

MR, REINKE: Yeah, | guess the concern | have is
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nmore just flooring and add the support, because | think
there are sonme issues with selling it to the Governnent
and that don't necessarily always return support. And if
that needs to be corrected, it needs to be sonepl ace ot her
t han here.

AGRI CULTURE ECONOM ST GOSSARD:  Wul d 3 cents be
sufficient to cover the additional cost of selling to the
gover nnent ?

MR REINKE: The nunbers that |'ve heard in the
past, you know, the |ast several years it has been nore
like 5 to 6 cents, cost of going to the governnent.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you very
much.

DAI RY MARKETI NG BRANCH CHI EF | KARI: |'ve just
got a coupl e of questions.

You indicated on page 4 that California's CUass 4
prices should be about 55 to 60 a hundredwei ght | ower than
the Federal Cass Il price.

Coul d you tell us how you got that or how you
know - -

MR REINKE: Basically what we're saying is, you
know, to be able to conpete with m dwest plants because of
the freight differential, you know -- from our
per spective, nost of the processing capacity, to further

cut, wap and process -- barrels of processed cheese is in
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the mdwest. And so to get cheese at a conpetitive
relationship, it needs to reflect that freight
differential, which we said is 5 to 6 cents, which would,
you know, equate to 50, 60 cents.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Then the
next sentence you say that since the Cass 4b price is
already too high relative to the Class IIl price. Because
it's not nmeeting that 55 to 60 cents?

MR REINKE: Yes.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  How do you
explain that -- during the last five years it hasn't

averaged that 55 to 60 cents, has it?

MR REINKE: Well, it's been all over the Board.
I mean we had an MWd ass Il price for a period. And
then | think initially USDA -- initial decision, you know,

had | owered the regul ated price, which I think narrowed
the difference with California for a year or two when the
final rule came in.

Then we got this internal decision that we've
had, | think which actually raised the regulated price
probably 15 cents in the federal order. And nowthere's a
pendi ng deci sion that could possibly raise it from20 to
40 cents, depending on the rel ationship of cheese,
butter/powder. You know, we don't know just what's goi ng

to happen to it, if there's going to be legal challenge to
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that or not.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  You al so
nmenti oned on page 7 about unregul ated plants operating in
the mdwest -- or | guess the northwest and sout hwest.

Do you have any idea how nmuch for the nationa
cheese is coning fromthe unregul ated narkets?

MR REINKE: No. | just know that -- you know,
we operate a plant in ldaho. And up until this |ast year
we had been conpl etely unregul ated there.

But there's a fair -- we've got two prinmary
cheese suppliers in Idaho. And | think a bigger
percentage of their mlk is unregul ated. Beyond that |

don't know.

SENI OR AGRI CULTURAL ECONOM ST ERBA: M. Rei nke,
on page 2, top of page 2 you speak to -- 1'd like to get
your input on. You say that whey production, costs, and
revenue mght be included in Class 4b price, but only if
correspondi ng adj ustments are nade to cheese conponents in
the dass 4b formul a.

Cue expand on that?

MR REINKE: Yeah, | guess what we're saying
there is you can't pick and choose the only parts of the
fornmula that actually enhance the price if you' re going

to -- | nean we think whey is, you know, included in the
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formula inplicitly now and not explicitly. But if you're
going to have to do away with a conponent, then you need
to correct the other parts of the fornula to get the yield
right, add for marketing costs, and also -- you know,
where now we have 1.2 cents off the CVE, we need to try
and reflect what the freight costs are and | ook at the
whol e picture rather than, you know, ice pick pieces and
i solate them

SENI OR AGRI CULTURAL ECONOM ST ERBA:  But it
sounds to ne that you woul d not be opposed to putting in
a -- sone kind of an explicit whey factor if it was
sonehow revenue neutral or sonething along those |ines?
MR REINKE: Well, | think, you know, that's --
the Dairy Institute proposal kind of pointed that out. |
nmean they said -- you know, you could cal cul ate whey. |
think it cane back to a penny | ess than what the price had
averaged. And they said, well, rather than conplicate the
formula and make it depart fromwhat the Department's
al ways used in the past, because a |ot of these make
al | onance whi ch you don't have for whey, you know,
continue doing what you're doing and inplicitly reflect
whey. But, you know, | think -- if the Departnment so
chooses to do whey, then we're saying that you need to
| ook at the other parts of the formula to nmake sure you

get them correct.
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SENI OR AGRI CULTURAL ECONOM ST ERBA:  (Ckay. Thank
you.

HEARI NG OFFI CER ESTES: Do we have any nore
guestions?

DAl RY MARKETI NG BRANCH CHI EF | KARI: | just have
one ot her question

You nmentioned -- you raised the question about
the -- question about whether or not the inplenentation of
t he amended federal order. Do you have any information to
share with the us today?

MR REINKEE No, | don't. | nean as far as |
know, that the --

DAl RY MARKETI NG BRANCH CHI EF | KARI:  There's no
schedul e on i npl enentation?

MR REINKE: | guess I'ma bit surprised that it
hasn't been put in because as far as know t he referenduns
have been held. And I don't know what's holding it up

HEARI NG OFFI CER ESTES: All right. Thank you,

M. Rei nke.

Qur next witness is Rchard Cotta. | also have
Joe Heffington.

W1l both of you be testifying.

MR COITA:  Yes.

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the
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whol e truth and nothing but the truth.)

MR COTTA: Yes, | do.

HEARI NG OFFI CER ESTES: Coul d you state your nane
and spell your |ast nane.

MR COITA: R chard Cotta, CGo-t-t-a.

HEARI NG OFFI CER ESTES: And pl ease identify the
organi zati on you represent.

MR COITA: California Dairies, |ncorporated.

HEARI NG OFFI CER ESTES: What is the nunber of
nmenbers in your organization?

MR COTTA: W have 680 producers in the
associ ati on.

HEARI NG OFFI CER ESTES: And coul d describe the
process by which your testinony was finalized for today?

MR COITA: CQur testinony was originally approved
at our board of directors' neeting on Decenber 17th. And
reapproved yesterday after discussion and view ng of the
Departrment's material held at the January 22nd wor kshop.

(Thereupon the witness was sworn, by the

Hearing Oficer to tell the truth, the

whol e truth and nothing but the truth.)

MR. HEFFI NGTON:  Yes.

HEARI NG OFFI CER ESTES: And coul d you pl ease
state your nane and spell your last name for the record.

MR, HEFFI NGTON:  Joe Heffi ngton,
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He-f-f-i-n-g-t-o-n.

HEARI NG OFFI CER ESTES: All right. You have 20
m nutes for the both of you.

MR HEFFI NGTON: M. Hearing Oficer and nenbers
of the panel: M nane is Joe Heffington and | am Seni or
Vice President and Chief Financial Oficer for California
Dairies, Incorporated, whom| amrepresenting here today.

California Dairies is a full service mlk
processi ng cooperative owned by approxi mately 700 dairy
farmer menbers | ocated throughout the State of California
and col l ectively producing 14.6 billion pounds of mlk per
year or 42 percent of the m |k produced in California.

Qur producer-owners have invested nearly $200
mllion in five |l arge processing plants which produce
butter, powered mlk products, cheese, and bul k processed
fluid products.

Qur board of directors, which is conprised of 20
producer-owner representatives, elected fromour dairy
farmer menbers, unani nously supports our testinony given
t oday.

HEARI NG OFFI CER ESTES: W'Ill allow you -- before
you start over again, let ne just state that your
testinmony -- unless you have an objection, your two
witten statements will be entered into the record as

Exhi bits 52 and 53.
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(Ther eupon the above-referenced docunents

were nmarked by the Hearing O ficer as

Exhi bits 52 and 53.)

HEARI NG OFFI CER ESTES: And pl ease start again

W'l start your tinme now

MR, HEFFI NGTON: W recogni ze that California

producers, including our producer-owners, are in a price

squeeze on the farm That is caused prinmarily by

historically Iow prices driven by currently depressed

comodity markets for butter, powder, and cheese.

W would Iike to point out that

non-cost-justified reductions in the Cass 4a make

al | onance further reduces our nenber owners' net incone in

favor of those producers in California wi thout an

investrment in mlk processing facilities, which bal ance

the State's growing mlk supply. Therefore, it is our

position to support cost-justified nmake al |l owance changes

to the 4a formul a

The California Dairies supports the follow ng

cost justified 4a nake al |l owances:

The wei ght ed average cost per CDFA, which is

shown on Exhibit A at .1211 per pound of butter and .1512

per pound of powder as adjusted for cost increases is

docunented on Exhibits B-1 and B-2, for an adjusted

wei ght ed average cost of production of
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butter and . 1525 per pound of powder.

The increase in California Dairies' costs
represents the inpact of known increases of electrica
costs not included in the California Departnment of food
Agriculture's wei ghted average based on a wei ghting of the
production of butter and powder in California Dairies
plants served by the utilities with known cost increases.

These increases are the result of increases in
rates for 2003 for plants serviced by P&E, an increase of
2.7 cents per kilowatt-hour, and Turlock Irrigation
District, an increase of 6 percent.

The respective cost increases have been wei ghted
by California Dairies' plant production volume of butter
and powder for 2001, the year currently costed by the
Departrent. We woul d suggest and support a new wei ghted
average cal cul ated by the Departnent utilizing the
increase in rates for all California plants included in
the cost study affected by these cost increases.

California Dairies was unable to Calculate this,
as only the Departnent has the data fromwhich a conplete
wei ght ed average cal cul ati on coul d be nade.

California Dairies, like nearly all California
conpani es, continues to be inpacted by escalating costs in
energy, insurance, payroll, and related costs. However,

I"d like to point out that if the above nake al |l owances
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were i nplenented, that increase in nake all owance since
1995, the last tine a full all-cost make al | owance
adj ustnent was made, is just 1.23 percent conpounded
annual increase for powder and a 3.34 percent annua
conpounded i ncrease for butter. W think these | ow annua
rates of increase illustrate the plant cost efficiencies
t hat have been achi eved since 1995.

Next, regardi ng the concept of covering the
arbitrary percentage of plant costs for the nake
al | onance.

W assune sone plants have unusually high costs
in certain categories for various reasons, such as having
a | ow vol une and/or operating seasonal. W agree that
coverage of 100 percent of these plant costs is
i nappropriate. However, as larger, nore efficient plants
are built and inefficient plants shut down, |eaving fewer
|arger plants in a cost study, the percentage of coverage
of costs beconmes a circular equation that would eventual ly
cover only a percentage of even the nost efficient
oper ati ons.

Additionally, a concept of an arbitrary
percent age of vol une coverage can distort the anount
necessary to cover a reasonably efficient plant. This is
illustrated in the exhibit -- or in the percent of plant

costs that woul d be covered on the attached Exhibit C.
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We support using the full weighted average costs,
as published by the Departnent, as adjusted.

The return on investnment factor used in the cost
study is based upon the undepreciated book val ue of plant
and equi prent and the wei ghted average prine interest rate
for the cost study period. Froma practical standpoint, a
plant and its equi prrent coul d never be replaced at today's
hi gher costs than the plant's historical depreciated book
val ue.

In addition, investors would not incur the risk
of investing in new facilities if their projected return
were the prine interest rate on a declining depreciated
bal ance at best. Both realistic replacenent values and a
longer termrate of return that includes a factor for risk
woul d better reflect what a conpany could earn if capita
were not tied up in plant assets. W believe this factor
shoul d be incorporated in the weighted average costs if,
as we expect will occur, facilities continue to be built
in California to handl e the ever-increasing mlk supply.

Additionally, the practice of utilizing actua
short-terminterest rates in the cost study should be
anended. Actual short-terminterest rates will vary from
conpany to conpany and, for multi-plant, multi-product
operations, naybe subjective in allocation. W proposa

an allocation fornula that would provide financing
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coverage for 30 days of inventory and 30 days of
recei vabl e, reduced by 23 days credit already provi ded by
producers in mlk paynment privil eges.

W suggest that the Departnent consider an
i ndustry workshop to review the above changes on return on
i nvestment and short-terminterest.

In regard to yields, we support no change to the
current yield factors. W base our concl usion on
experience in our own plants and the true economc yield
whi ch woul d i nclude not only pounds yiel ded, but also
dol I ars received for end-products.

W have reviewed the study's findings and offer
the foll owi ng coments:

Regardi ng data used, it is our understandi ng that
the informati on on which the study was based canme from
each individual plant's records, which are used to prepare
monthly reports to mlk pooling. The mlk pooling or Form
800 reports are designed to help assure that all mlk is
reported to mlk pooling and al so to account for each
plant's m |k usage, thereby assuring that plants are
charged by the pool proper usage for all mlk purchases.

None of the reports we generate to prepare our
m |k pooling reports were designed or intended to eval uate
product yields. |In fact, the reports requested by mlk

pooling performquite a different function, accounting for
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fat and solids-not-fat, not vyields.

These reports used to prepare our reports to mlk
pooling are affected daily by things such as proper sanple
procedures, neasurenents and | aboratory tests, perforned
sinply to capture the information frommlk pooling.
Because these reports were designed to report product
usage not eval uate product yields, the results of this
study are not accurate.

Mul tiple products. Mst plants in the study
manuf acture a nunber of products. [In our opinion wthout
anal yzi ng each product at each plant for property yields
and | oss and evaluating the data used to prepare mlk
pooling reports, and assuring consi stent nethods are used
at each plant, the results of study are not accurate.

Dol |l ars received for product is not considered at
all in the Departnent's yield study, but nust be
considered as the forrmula currently assunes that all
product is nade perfectly and full value is received. The
reduced sal es value of butterm |k powder as conpared to
nonf at powder which establishes the 4a price is well
docunented. Exhibit D.

W would also like to point out that butterm |k
powder is partially conposed of butterfat. A conplete and
accurate analysis of the difference in the price received

for butterm |k powder, which is nonfat powder, shoul d
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include this fact. Therefore, we have attached Exhibit E
whi ch shows that additional econonic |oss.

O f-spec powders are not reported to the
Department for inclusion in the California weighted
average price used to calculate the 4a price, nor do we
suggest that they be. However, they nust be recognized in
the yield in the forrmula, as they are not currently costed
in the weighted average cost and they are neani ngful

O f-spec production is a function regardi ng any
dairy plant. Al plants attenpt to mninmze production
outside the comercial standards. Of-spec butter also
shoul d be considered in the yield fornula, as it is not
consi dered el sewhere.

M1k and m |k conponents are lost in a variety of
ways in a nunmber of places fromfarmtank to end-product.
W offer the following and partial |isting as exanpl es of
where and how product was loss. | won't bother to read
the list, for tinme.

Failure to include all plants costed in the yield
data due to problens incurred in properly allocated
product in nulti-product plants illustrates the
difficulties in these allocations.

W believe further in-depth review would find
other plant data allocated incorrectly. The fact that

t hree separate conpani es whose data was included in the
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yi el d study had expressed concerns over the accuracy of
the data used to prepare the yield study, as the
Department noted in response to questions at the
pre-hearing workshop, and as docunented by California
Dairies' witten response to the publication of the yield
study, Exhibit F, further illustrates that those conpanies
i ncl uded have serious concerns regarding the study's
accuracy and the problens incurred in allocating product
in multi-product plants.

W have al so attached for your review a copy of
the comments to the USDA by Land-o-Lakes and ot hers.
Exhibit G W have attached this document to illustrate
others' coments in regards to yields.

Based on the above factors we feel confident that
the results of the Departnent's yield study are not
accurate, and can only conclude that additional products
have been accounted for in products other than butter and
powder in multi-product plants, thereby overstating
product yields for butter and powder. W would recomrend
t he Departnent not nmake any adjustnents to the butter and
powder yields based on this inaccurate data.

Additionally, we would like to point out that a
consequence of overallocating product to other non-butter
or powder products, as stated above, would be to

overal |l ocate plant costs to non-butter or powder products
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in multi-product plants. Therefore, we conclude that not
only are the yields of butter and powder overstated by the
study, but also that the wei ghted average cost produced in
butter and powder and is audited by the Departnent is
understated as a result of overallocating costs to other
products.

In conclusion, we recognize that California
producers are in a mlk price squeeze, and we support
efforts to increase nilk prices where the increases can be
obtai ned fromthe market. Non-cost-justified reductions
that nmake for a make all owance for a nonjustified
increases in yields further reduce California's Dairies
nmenber owners' net incone in favor of those producers in
California without investnent in mlk processing
facilities.

Thank you for your attention to ny testinony. |
would like now like to introduce M. Richard Cotta, Senior
Vice President of California Dairies, who will add to
California Dairies' testinony.

MR COITA: In interests of time I'll skip down
to about the mddle of the first page.

In regards to proposed changes in butter vyields,
we believe it would be a mstake to change the current
yi el d nunbers based on the fact the yields from

California's largest butter plant are not part of the new
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data on vyi el ds.

Secondly, the Departnent's letter dated Cctober
11th, 2002, and is attached, butter and powder yields
Cctober 2, 2002, states on page 2, quote, "The Departnent
recogni zes that these yield estimates are too high,"
post-quote. The 1990 study referred to in the
above- quot ed docunent was probably as accurate as any, as
we assume the plants involved were hi gh percentage
butter/powder production. That range was from1.16 to
1.20. The 1998 study included nore plants but with nore
varied uses of solids and butterfat.

W bel i eve the Departnent shoul d not change
yields until a process is devel oped that answers concerns
of the butter nmanufacturers regarding yields, and
certainly not until the yields fromthe largest California
butter plant can be refined and i ncl uded.

On the issue of freight adjustnent for butter, we
oppose any proposal to lower the current 4.5 cents.

The northern and southern California
stabilization and marketing plans state in section 300(D),
"The minimum prices to be paid for conponents used for
O ass 4a shall be conputed as follows: 1) for all mlk
fat, not less than the price per pound conputed by the
fornmula using the sinple average of Grade A butter price

quotations for the last significant trading action for
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sale, offer and bid of butter at the Chicago Mercantile
Exchange, less a freight adjustnent of 4.5 cents, less a
manuf acturing cost allowance of 10.2 cents, and the result
multiplied by a yield factor of 1.2."

Wle section 300(E)(1)(a) dealing the 4b pricing
calls for a marketing adjustnent; Section 300(D)(1)
specifically calls for a freight adjustnment. W believe
it was and is the intent of the freight adjustnent
| anguage to allow for the actual freight costs.

It appears the Department backed its way into the
new frei ght adjustment nunbers of .0332. This nethod of
guesstimating the freight adjustnment is |oaded with
pitfalls. For one, it does not take into account the
credits which nay have been given for other products
purchased fromthe sanme conpany; i.e., a buyer gets a
di scount on butter because of additional cream or
condensed purchases.

The freight allowance factor has a long history
in California butter pricing. At one point the factor was
5 cents per pound. |In talking with sone who were around
many years ago when the freight adjustnment factor was
adopted, it served nore than a coupl e of purposes.

One, it allowed California butter to be
conpetitive in mdwestern and eastern narkets; and 2) it

made it nore difficult for out-of-state nmanufacturers to
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ship cheap frozen butter into the California narketplace.

This has served California producers and processors well

over the years. It has also served the California
consumers well, assuring thema fresh, whol esone supply of
butter.

Qur conpany believes the Departnent should use
the actual audited freight costs. These nunbers would be
easily attainable at the tine plant costs are gathered.

W have sunmarized the data for California
Dairies fromJanuary 2002 through Novenber 2002. |f
Decenber data is conplete by the tine post-hearing briefs
are due, we will be happy to provide that updated data.
However, | believe it woul d change the nunbers very
little.

Qur data reflects the freight costs of noving
bul k butter fromour plants in Fresno, Tipton, and
Turlock. During the 11-nonth period total bulk shiprments
total ed 98, 715,000 pounds fromthose plants. O this
armount 83, 788, 000 pounds were shipped out of California.
The average cost per pound on those shipnents was $.048.

The first invoices for Decenber shipnments for
butter shipped out of state and into the Chicago narket
are $.0496 per pound. Wile we did not use this nunber in
our average figures because the entire nonth's invoices

have not been received, it certainly indicates that
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freight rates are increasing.

In-state shipnents total 14.927 million pounds at
$. 0281 per pound. The actual freight rate on al
shi pnents averaged $. 04499 right at the current freight
adjustnent. |In-state costs increased over 8 percent from
t he August through Decenber period. This trend seens to
be accel erating as fuel prices continue to increase.

I would not be surprised to see the 2003 freight
costs up 15 to 25 percent for the year over 2002 prices.

W are opposed to | anguage changes proposed by
the Dairy Institute to Section 300(D)(1) changing "freight
adjustnent" to "marketing adjustnent."

W encourage the Departnment to maintain the
current 1.2 yield factor and the current .0457 freight
adjustnent in determning the butter price.

California Dairies also supports the testinony
given by the Alliance of Western M|l k Producers. And we
woul d request a post-hearing brief.

HEARI NG OFFI CER ESTES: Your request for a brief
is granted. As |'ve stated repeatedly, the deadline for
that brief is the close of business on Friday, February
7t h.

MR, COITA: Thank you.

HEARI NG OFFI CER ESTES: Do we have any pane

questi ons?
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AGRI CULTURE ECONOM ST GOSSARD: M. Cotta, on
the bottomof the first page of your testinony you state
that yield estimate should not be put forward until all
the data is in fromall the plants. And you cite one
pl ant particularly.

Since that plant was asked three tines to supply
the data, the plant never supplied the data, at what point
is it the Departnment's responsibility and --

MR COITA: | think the Departnent, by law, you
can get about any anmount of data you want fromthe plant,
can't you?

AGRI CULTURE ECONOM ST GOSSARD: Not if they
don't deliver.

MR COITA: And you don't have the authority to
generate that?

AGRI CULTURE ECONOM ST GOSSARD: W could get a
court order. But it wouldn't have been in time for this
heari ng.

MR COTTA: | think --

HEARI NG OFFI CER ESTES: Let ne just enphasize
that M. Cossard is not a staff counsel with the
Departrent, so he's not really capable of rendering a
| egal opinion as to whether the Departnent is or is not
able to conmpel the production of nmarketing production

data --
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(Laughter.)

HEARI NG OFFI CER ESTES: -- or any other type of
information froma producer of California mlk products.

MR COITA: | think going beyond and referring
back to M. Heffington's testinony, | think that three
manuf acturers questioned the data and the process for
yi el ds. Those three nmanufactures nake up at least 7 or 8
of the plants that you' ve audited. That indicates to us
as a conpany that there is some problens with the process
her e.

AGRI CULTURE ECONOM ST GOSSARD: M next question
is for M. Heffington.

On page 7, the second to the |ast paragraph, you
state, "Based on all the above factors, we feel confident
the results of the Departnent's yield study are not
accurate, and can only conclude that additional product
has been accounted for in products other than butter and
powder and nul ti-product plants, thereby overstating
product yields for butter and powder."

Do you nean that there was a misallocation of fat
and solids-not-fat to other products and not to the
butter/powder? | didn't quite understand your neani ng of
the last part of that sentence.

MR, HEFFINGTON: That's the only concl usi on we

can draw.
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AGRI CULTURE ECONOM ST GOSSARD: Wl |, |
understand that. But | don't understand your wording.
Coul d you rephrase it? That's nmy only problem Are you
saying that too nmuch fat and solids-not-fat were assigned
to products other than butter and powder?

MR. HEFFI NGTON:  Yes.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you for the
clarification.

SUPERVI SI NG AUDI TOR HUNTER: M. Heffington, the
second page. On your increases for your utilities,
electricity. Are those tenporary increases or pernanent
i ncreases?

MR HEFFI NGTON:  Those increases are increases
for -- that the CPUC has approved for direct access
custonmers. That would be customers that buy their
electricity not through the traditional utilities, but
t hrough i ndependent marketers to save costs. That it's a
charge that's being put on those custoners to recoup costs
that are in the systemright now fromthe energy crisis
that we had. And that is what the 2.7 cents is about.

SUPERVI SI NG AUDI TOR HUNTER.  Those costs are
effective in 2003?

MR HEFFINGION:. One is effective -- one of the
costs is effective January 1, and the other February.

SUPERVI SI NG AUDI TOR HUNTER:  Ckay, what about
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natural gas costs? How is that shaping up for 20037

MR HEFFI NGTON:  Natural gas costs are up. |If
you | ook at the natural gas costs, the spot narket has
gone up with the concerns of the war.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. But you have
| ong-termcontracts on that?

MR, HEFFI NGTON: W have -- sone of our gas is
long term Some of it is spot.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. A just have
one nore question. | want to go back to what Tom Gossard
was tal ki ng about, on page 7.

On that sane paragraph, he stopped, but |I'm going
to keep reading. "The weighted average cost of producing
butter and powder as audited by the Departnent is
understated as a result of overallocated costs to other
products. "

So you're tal king about the cost study there. In
one sense are you overstating cost to other products in
the cost iten?

MR HEFFI NGTON:  Well, we assune if the yield is
overstated on butter and powder, that there's nore solids
in fat than allocated to other products in multi-product
plants. | believe in your cost studies, if there's nore
product allocated to non-butter/powder plants, that would

draw nore costs into those non-butter and powder products
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and away from butter and powder.

SUPERVI SI NG AUDI TOR HUNTER: Are you tal ki ng
about the fat and solids-not-fat in the finished product,
right? That's what -- the general allocation.

MR HEFFI NGTON:  Yes.

SUPERVI SI NG AUDI TOR HUNTER  And it's all based
on your records the fat and solids-not-fat in those
products.

MR HEFFI NGTON. W under st and.

SUPERVI SI NG AUDI TOR HUNTER: (Ckay. So where is
the rub at, so-called?

MR HEFFI NGTON:  The yields that are achieved in
our plants -- the one plant that we have is not -- has no
other products in it is why we're nmaking that conment.

SUPERVI SI NG AUDI TOR HUNTER. Ckay. So you're
basing this fromthe yields, not on the actual costs?
This is nore --

MR HEFFI NGTON:  Well, we're assuming that the
yields are overstated, again; that there nust be too much
product assigned to non-butter/powder products. And you
assigned costs on a fat and solids basis when you assign
pl ant costs in your cost study. And so, therefore, nore
costs are in the non-butter and powder price.

SUPERVI SI NG AUDI TOR HUNTER:  All right. That's

enough for now on that one.
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That's all | have.

(Laughter.)

SENI OR AGRI CULTURAL ECONOM ST ERBA: M. Cotta,
on -- | don't see a page nunber -- one of the pages of
your testinony, going through sone detail about the
freight costs of butter out of California. And according
to your nunber cones right at the 4.5 cents we have
currently.

MR COITA:  Yes.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Can you
explain why then the, albeit small study that the
Departrment did, but a study nonethel ess, which | ooked at
the difference between CD butter prices and California
butter prices of what butter plants in California would
receive, why that's so nuch different fromyour own
nunber s?

MR COTTA: Well, | think nunber 1, the
Departrment did not audit the costs of freight under any
condition in that study. | think you backed your way into
it. And | think Dr. Schiek and JimTillison both did a
good job of explaining what the pitfalls were to that.
And that there are a nunber of conpanies that bundled up
services. And sonetinmes when you bundle up those
services, you get a discount on one end to pick additiona

sal es on another. Those would distort the nunbers that
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you backed your way into of .0332.

And what | am suggesting in the future -- that
the freight costs are very easy to get, very
straightforward. And those nunbers are what |'ve
reflected in ny testinony. And as | also reflected, the
Decenber -- the first of the Decenber nunbers are in in
shi pnments to Chi cago, and that nunber is increased to
. 0496.

And | think Dr. Erba that these are -- these are
actual nunbers. And, again, if the Decenmber nunbers are
conplete, we'll be happy to submit themin post-hearing
brief. But | didn't want to give you part of the nonth.
The 11 nont hs you have are actual

SENI OR AGRI CULTURAL ECONOM ST ERBA: I f you
wouldn't mind, |'d appreciate receiving that additiona
i nformati on once you do receive it if you can get it in by
t he deadl i ne.

MR COITA: W may not have it by the 7th of
February, but we'll get it to you.

SENI OR AGRI CULTURAL ECONOM ST ERBA: | f you do
|'d appreciate receiving it.

MR COITA: CQur freight bills for Decenber are
just now being invoiced for paynent.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  kay. |

have just one nore question.
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Did you say at the end of your testinony that you
supported the Alliance's position?

MR COITA:  Yes.

SENI OR AGRI CULTURAL ECONOM ST ERBA: The Alliance
did not nmake an adjustnent to the powder manufacturing
cost allowance, if |I'mnot m staken

MR, COITA: No, we supported their position on
the 4b pri cing.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (Ch, just on
the 4b?

MR COTTA: That's correct.

SENI OR AGRI CULTURAL ECONOM ST ERBA: (kay. Not
on 4a though?

MR. COTTA: No.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (Ckay. Thank
you.

DAI RY MARKETI NG BRANCH CHI EF I KARI: | just have
two questions.

| understand the concern that you've raised with
respect to the butter/powder yields. Are you aware of any
other information that the Departnment shoul d be | ooking at
in ternms of butter/powder yields?

MR, HEFFI NGTON: W' ve attached a copy of one of
the few docunents, if not the only docunent, that we found

in researching butter/powder yields fromothers. And
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that's why we've attached the Schedule G And that's --
we would Iike you to read that.

DAl RY MARKETI NG BRANCH CHI EF | KARI: |s there
anyt hing conclusive in your reviewthat you find in terms
of butter/powder vyields?

MR, HEFFI NGTON:  We can concl ude that the yields
that we currently have -- when you consider all of the
econom ¢ factors involved including all the off-spec,
butterm | k powder squeeze, and the actual yields of the
product, we feel confident that the yields that we
currently have are the proper vyields.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Thank you.

M. Cotta, you were very clear that you want to
mai ntain the frei ght adjustnent.

MR COITA:  Yes.

DAI RY MARKETI NG BRANCH CHI EF | KARI:  What about
the concept of cheese? |If you're unwilling to change the
butter fund, should we -- should the concept be the sane
on the 4a formula as it is on the 4b? O are they
uni quely different and should we have a different factor
on the 4b?

MR COITA: | think there's no question they're
uniquely different. And | think that was the reason for
Section 300(D) and 300(E) to being different in the first

place. And | think you need to | ook at the nerits of each
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of those to see where we ought to go with them

But certainly addressing nerely the 4a side and
section 300(D), | think that's very, very specific. It
doesn't call for marketing allowances or anything el se.
It is a freight adjustnment. And | believe the intent was
to have that freight adjustnent based on your findings in
a 1995 hearing, which -- and | may not quote it exactly
correct, but that at a tine when butter/powder sales
seened to be in balance with supply, that the proper
nunber that was reached was 4.05 cents. Well, certainly
since 1995 to today freight costs have not decreased.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Ckay. Thank
you.

HEARI NG OFFI CER ESTES: No further questions?

Al right. Thanks to the both of you for
appearing and testifying today.

Next we have Kevin MLaughlin of Security MIk
Producers.

W' re going to take about 5 minutes here to kind
of have an exam nation of the mcrophones system So
pl ease do not go anywhere, as we will proceed with the
hearing as soon we get this problem-- this technica
eval uati on.

(Thereupon a recess was taken.)

HEARI NG OFFI CER ESTES: Al right. The hearing
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is now cal l ed back to order

People, if you could please sit down and we will
reconvene so that we can continue to take public
t esti nony.

W will now take the testinmony of M. Kevin
McLaughlin from Security M1k Producers.

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

MR M LAUGHLIN. | do.

HEARI NG OFFI CER ESTES: Wbul d you pl ease state
your nanme and spell the |ast nane.

MR M LAUGHLIN. My nane's Kevin MLaughlin.
Last nane is Mc-L-a-u-g-h-1-i-n.

HEARI NG OFFI CER ESTES:. Pl ease identify the
organi zation that you represent.

MR McLAUGHLIN.  Security M1k Producers
Associ ati on

HEARI NG OFFI CER ESTES: And coul d you descri be
t he nunber of nenbers in your organization?

MR M LAUGHLIN: W represent dairy men and wonen
that produce about a billion and a half pounds of mlk
annual | y.

HEARI NG OFFI CER ESTES: And what is the process

by which your testinony was finalized and approved?
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MR MLAUGHLIN: The board of directors at their
January 15th, 2003, neeting authorized ne to testify today
on their behal f.

HEARI NG OFFI CER ESTES: All right. Please
proceed with your testinony. And | will introduce your
witten statenent today as Exhibit Nunber 54.

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as

Exhibit 54.)

MR M LAUGHLIN.  Thank you.

First, I'd like to thank the Departnent for the
opportunity to testify here.

The Security M1k Producers Association
recogni zes the hard work put forth by the Departrment in
conpiling the manufacturing cost exhibits released in
Decenber 2002. W appreciate not only the data, but the
anal yses provi ded at pre-hearing workshop. Fromthese
efforts we find substantial evidence of the need to adj ust
the yields, the manufacturing cost allowances, and even
the products valued in the 4a and 4b pricing forml as.

W al so thank Western United Dairymen for their
work for identifying sone product value shortfalls in the
State's pricing forml as.

Security M1k supports Western United Dairynen's

proposed anendnents to the Stabilization and Marketing

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

224
Plans. In the 4a formula, we support the use of a
wei ght ed average butter yield of 1.211 as defined by the
Departrment in its Decenber 17th, 2002, rel ease. W
support the use of a wei ghted average powder vyield of
1.012, also defined in the Departnent's Decenber 17th
docunent. W can even justify giving up the pennies per
hundr edwei ght Western United of fers by recogni zi ng the
wei ght ed average nonfat dry mlk and butterm | k powder
price over time of .992 and nultiplying the yield by the
price for and end yield result of 1.004 as proposed for
use in the 4a solids-not-fat cal cul ation

For manufacturing cost allowances in the 4a
cal cul ati on, we support the proposed corrections,
accounting 100 percent of the wei ghted average cost for 80
percent of the butter and powder vol une, as indicated by
data rel eased January 2nd, 2003, by the Departnent. The
data indicates these levels to be $0. 1427 powder and
$0.1134 for butter.

I'"d like to add that it's -- in our opinion, it's
appropriate to use 3 and 4 decinmal points. That's the way
the data is available. Those fractions likely anmount to
some significant dollars.

For O ass 4b, we support the petitioner's
proposal that corrections to yield factors, nmanufacturing

cost al l owances, and the inclusion of a whey solids
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conponent are justified by the Departnment's data. W
agree that the current yield value of 10 is woeful ly
i nadequat e.

However, we believe the Departnent's cheese vat
yield data rel eased Decenber 17th woul d nore appropriately
be used in the cal cul ation of the cheese hundredwei ght
price. The data fromthe Departnent indicates a wei ghted
average yield of 10.71.

For manufacturing costs all owances, we support
Western United' s proposal that 100 percent of the weighted
average cost for 80 percent of the cheese volune in the
Departnment's | atest should be covered by the manufacturing
cost allowance. CDFA' s docunent indicates that level to
be $0.1592 for cheddar cheese.

Security MIKk's support for the inclusion of a
val ue for whey solids in the class 4b fornula is based on
the requirenent of Section 62076 the Food and Ag Code,
whi ch requires the Secretary in establishing prices to be
pai d producers to take into consideration, quote, "the
relative market value of various products yielded from
such market mlk," end quote. Cheese plants have been
processi ng whey into marketabl e products for years. And
there's evidence to support the addition of a whey solids
value into the 4b cal culation. W support the Wstern

United Dairynen proposal to add a dry whey conponent, as
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currently published by USDA in the Dairy Market News, |ess
a $0. 159 manufacturing cost allowance tinmes a yield of
5.75, to the current 4b cal cul ati on

The Departnent received extensive testinony at
hearings in 1997, and again in 2001, regarding the val ue
of whey solids. In the Departnent's hearing panel report,
one objection to including whey solids in the 4b
calculation was rel ati ve newness of whey byproducts in
California. |In response to questions at the pre-hearing
wor kshop, the Departnent provided the industry with data
col l ected since 1989 regarding California' s share of the
nation's cheese, skimmlk powder, and whey protein
concentrate production. That data, reproduced bel ow --
it's actually on the | ast page -- clearly indicates
California market share growh in whey solids.

Interesting acconplishnments are indicated from
t he dat a:

Bet ween the years of 1993 and 1996, California's
share of cheese production renained relatively flat,
i ncreasing | ess than one percent. During that time though
California' s ski mwhey powder sal es increased by just nore
than 1 percent, while California sales of the higher
val ued whey protein concentrate increased 8.2 percent.

In 1997 California produced 16 percent of the

nation's cheese, 10.5 percent of the nation's skimwhey
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powder, and 20.9 percent of the nation's whey protein
concentrate.

Five years later, 2001, California's share both
cheese and ski m whey powder has increased about 4 percent,
and whey protein concentrate sales fromCalifornia
i ncreased an inpressive 13.2 percent to capture 34.1
percent of all whey protein concentrate produced in the
Uni ted States.

California is not nmerely a player in the nationa
whey powder marketplace. W are doni nant.

W appl aud the Departnent's decision to hear this
petition and the extent which CDFA has identified
necessary changes to yields, manufacturing cost
al | onances, and products recogni zed in the 4a and 4b price
rati ng cal cul ati ons.

The Departnent's data clearly shows powder
yi el ds, butter yields, and cheese yields to be higher than
those currently recognized in the 4a and 4b fornmulas. The
time to correct these deficiencies is here.

The Departnent's data clearly shows manufacturing
costs for powder and cheese are | ower than those currently
offered in the 4a and 4b fornulas. Let us nmake the
necessary changes to manufacturing costs.

There's significant value resulting fromthe

processing of whey into its nany salable forns. The tine
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to add whey solids to the cal culation of prices paid for
mlk utilized in the production of cheese is here. Adding
a price for dry whey in California's formula is justified
and appropri ate.

Security MIk Producers thanks the Departnent for
the opportunity to participate in this hearing and
requests the option to subnit a post-hearing brief.

HEARI NG OFFI CER ESTES:. Your request for
submtting a post-hearing brief is granted.

Do we have panel questions for M. MLaughlin?

AGRI CULTURE ECONOM ST GOSSARD:  On page 3 of your
testinony, at the top, you recommend a yield of 10.71 for
t he cheese based on the Departnental exhibit.

Do you al so recommend that the vat test for fat
solids not -- also be incorporated into the pricing
fornul a?

MR McLAUGHLIN:  Yeah, the yield 10.71 net result
is the net result of what the Department's found as --

AGRI CULTURE ECONOM ST GOSSARD: The 10. 71 was
based on the vat test for fat and solids-not-fat -- let
me -- just hold it a second.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Three nine
five.

AGRI CULTURE ECONOM ST GOSSARD:  Ch, 3.95 percent

fat and 8.93 percent solids-not-fat. And that was the
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basis for the yield of 10.71.

If you want to increase the yield to 10.71,
shoul d the Departnent al so increase the vat solids-not-fat
test formula to 3.95, 8.93?

MR MLAUGHLIN: | don't know whether | have an
opi nion on that.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you.

SENI OR AGRI CULTURAL ECONOM ST ERBA: M.
McLaughlin, does Security as a co-op operate any
processi ng pl ants?

MR McLAUGHLIN:  No, they do not.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Do you know
if there are any plans to obtain or build processing
plants for any kind of processing in the near future?

MR, McLAUGHLIN.  There are none to ny know edge.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (Ckay. Thank
you.

HEARI NG OFFI CER ESTES: All right. Thank you,

M. MLaughlin.

MR McLAUGHLIN.  Thank you.

HEARI NG OFFI CER ESTES: Qur next witness is John
Jeter of Hilmar Cheese Conpany.

Coul d you pl ease cone forward.

(Thereupon the witness was sworn, by the

Hearing Oficer to tell the truth, the
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whol e truth and nothing but the truth.)

MR JETER  Yes, | do.

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your nanme and spell your |ast nane.

MR JETER  John Jeter, J-e-t-e-r.

HEARI NG OFFI CER ESTES:. Pl ease identify the
organi zation that you represent.

MR JETER  Hil mar Cheese Conpany.

HEARI NG OFFI CER ESTES: And coul d you descri be
t he nunber of menbers in your organization

MR JETER W are a producer-owned private
conpany of 12 owners. W purchase mlk for 275 dairi es,
about 10 percent of the California mlk supply.

HEARI NG OFFI CER ESTES: Al right. And could
descri be the process by which your testinony was finalized
and approve.

MR JETER It was devel oped by nyself and ot her
staff, and approved by our owners.

HEARI NG OFFI CER ESTES: All right. Please
proceed with your testinony.

Ch, and -- excuse ne. By the whey, your witten
statement here will entered in the record as Exhibit
Number 55.

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as
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Exhi bit 55.)

MR JETER  Thank you.

My name is John Jeter, and |I'm Chi ef Executive
Oficer and President of H I mar Cheese Conpany, whom |
represent at this hearing today.

H | mar Cheese Conpany is a producer-owned private
conpany. W purchase about 10 percent of the California
mlk supply. And we were created to pay nore for mlKk.
And as a result of that we've really driven conpetition
and prem uns through nost of the State of California to
the benefit of the majority of California dairynen.

Thank you for letting us testify at this hearing
today regarding the 4a and 4b classified prices in
California.

W al so want to take this opportunity to commend
the California Departnent of Food and Ag for the critica
role you played in the devel opment of the California dairy
i ndustry in the past 20 years. The California dairy
i ndustry has been one of the nost dynamic segnents of
agriculture. Acritical elenment of this has been the role
of mlk price regulation, which has been manifested by
you.

We think that in al nost every case CDFA has nade
deci sions that have been envied by nost others in the

dairy industry. Al of us in California have been
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af forded the opportunity to succeed, and nmany have. Wile
there's al ways much conpl ai ni ng about pricing decisions on
both sides, in general you' ve been very close to on target
and have done an excellent job. And the fact that
California has grown from approxi mately 10 percent of the
national mlk supply in 1980 to 20 percent today tends to
say it all. You ve nade decisions which have facilitated
the use of the valid economic strengths of the California
dairy industry. W urge you to continue to do this in the
future.

W as a state industry have the opportunity to
continue this dynamic growh if correct decisions are
made, that continue to facilitate the use of valid
econom ¢ strengths of the California dairy industry.

These are very challenging tines for the California dairy
i ndustry -- very lowmlk prices, very lowdairy prices.
And we believe it's the lowest mlk prices in the last 20
years. | do, however, think that the near-termfuture
coul d be even nuch nore challenging. Each of us will have
to make difficult choices and deci sions.

As a sideline to what's witten in front of ne,
this hearing really is not about higher mlk prices. And
that may sound odd. It's really about where you go for
higher mlk prices. At the |last two hearings we opposed

efforts to increase the make all owance for energy reasons.
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And we just felt it was the wong way to sol ve probl ens.
And in this case it was |lowering the regulated price and
t aki ng noney out of dairynen's pocket via the regul ated
price. W opposed those.

This hearing was called by those requesting you
to increase the price of mlk going into cheese,
specifically to nove the California 4b regul ated price
much closer to what the Cass Il price is in federa
orders. These requests, if granted, will do great danage
to our state dairy industry. W oppose these requests and
woul d ask you to make virtually no changes in the
California 4b regulated price. W support the Dairy
Institute of California proposal because it maintains
nearly the current level of regulated price. W also
woul d ask you to nmake little or no change in the 4a price

And to support this we'll nake three prinmary
poi nt s:

The first reason we ask you to not nmake any
changes in the 4b price level, or regulated price, is that
we critically need to invest in markets and products to
increase mlk prices, and not in additional mlk supply
via a regul ated price change. The current 4b regul ated
price in California is at an appropriate |evel that allows
very efficient plan operators to invest wisely with

appropriate risk to facilitate growh of conmmerci al
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markets for California mlk.
And | included in there an excerpt from your CDFA

March 18t h hearing decision, which I think is very

applicable. And I'mnot going to read through that. It's
there for your benefit. [1'Il actually quote a couple of
items init.

In the mddle of page 3 on ny testinony:

"Wth the continued trend toward a nanufacturing
state, it is beneficial to the California dairy industry
to maintain its conparative advantage in selling any
manuf actured dairy products.” End quote of a quote from

your hearing decision of March 18th, '01

And down below "It is, therefore, clear that
the amendnent” -- and these woul d be the proposed changes
to increase the 4b price -- "would affect negatively the

conpetitive environment facing California cheese
processors by disrupting the existing price relationship
bet ween Cali fornia cheese processors and cheese processors
located in federally regul ated nmarkets. Again, the
ultimate result of the proposal would to be reduce
California' s market share vis-a-vis out-of-state
processors and possibly leave mlk without on outlet in
California." Again, that's a quote from your hearing
deci si on.

Much of the growh in the dairy industry in
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California in the last 20 years has cone fromthe cheese
i ndustry. The cheese industry has allowed California to
fight for and obtain valid comercial markets for mlKk.
Wthout the growth of the cheese industry in California,
where would California mlk have gone? And even nore
chal | engi ng, where will it go in the future?

This is what | call California dairy basics:

Every day 1800 to 1900 | oads of mlk are
produced. |In each year California dairymen produce 90 to
100 nore |l oads of milk per day every year. Those are just
basic facts, plus or minus. This year will likely not be
any different. At a time when demand is sluggi sh one has
to ask, "Wiere will this new product go?" And this is a
very tough question, but it's a question we ask, is: "Wy
invest in additional mlk supplies when we have a
desperate need for nore markets?" W need nore narkets.

As each person cones forward today to ask you to
i ncrease the mnimumregul ated price, | think you shoul d,
respectfully probably, ask themwhere the 90 to 100 nore
| oads per day will go; what is their business plan to
build plants to nmake products to go into conmerci al
markets for these 90 to 100 nore loads of mlk that wll
cone forth this year and next year and possibly the next
and the next?

Additionally, we believe that there will be a
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large influx of new mlk production that will conme as a
result of the growing clarity regarding the environnental
situation in the California dairy industry. Not that it's
a good situation, but |I think it's just becom ng nore
cl ear.

The 90 to 100 nore | oads per day of mlk could
easily be low | recently took a trip down south and
drove along I1-5 in Kern County. Massive dairies are being
built. And, again, | was even struck at, where wll that
mlk go? And what about the existing dairies, what are
they to do with that type of expansi on goi ng on?

Wiile this may seemlike a rhetorical question
it really isn't. |It's a very real question, and a very
good question to ask now, and even to get it answered,
bef ore you nmake a decision as a result of this hearing.
You're well aware of the fact that the decision you nmake
has a great bearing on whether or not new plants are built
and, even nore inportantly, whether or not increnental
supplies of California mlk find a hone in conmerci al
markets in the future.

So where will these new supplies of mlk go?

The basis choices are sinple:

1. W process and sell the increnental product
to the CCC, for as long as this narket exists, at very |ow

prices. And, frankly, everyone | oses.
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2. W take existing markets fromothers. This
has been a major part of our past growh. Very critica
to all of us, as we literally have conpeted agai nst ot her
regi ons and beat them

And | would termthis Alternative 2 as what |
call just redividing the existing pie, taking nmarkets.

And,

3. W grow existing markets or generate and sel
into markets that don't currently exist via new products
and technology. And that one | would term"naking the pie
bi gger."

The interesting thing is that the degree of
difficulty grows as you go down the list. 1In other words,
it's easiest to do nunber 1. You have a guaranteed
customer, you know they're going to pay you, and so and so
forth. And really the nost difficult to do nunber 3,
which is to make the pie bigger

However, it is just the opposite when it cones to
i nvestment and rewards. There is greater investnment and
potential rewards in nunber 3, neaning nmaking the pie
bi gger. And the investnent and potential risk and rewards
are nuch lower in nunber 1, selling to the CCC

W clearly need to facilitate the growth of
comercial markets for California mlk, and put the

majority of our efforts into taking existing markets from
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others. And that neans being a tougher conpetitor
growi ng existing markets through nore effective marketing
of the products we currently nmake, and even create new
markets and products that don't exist today.

And the point is that nmajoring in nunber 2 and
nunber 3 above will take even greater increnmenta
i nvestrment in products and rmarkets, not less. W clearly
need to invest nore in products, narkets, and technol ogy;
and not invest nore in increnmental mlk supplies via a
regul ated price unless appropriate investnment is nmade in
new products and new nmarket first.

Keeping the 4b price where it is will continue to
send the right economic signals, which really has been the
case for the last 15 to 20 years in California. By the
way, investing in nore increnmental mlk supply through
governnent intervention is what has al ready been done
t hrough the MLC programnationally. And that's a
terrible program At a tine when we desperately need new
markets, the federal governnent invested in new mlk
supplies. They paid people to nake nore mlk. And really
it was a killer in terns of -- even in California -- at a
ti me when the east and the ni dwest supplies should be
responding to these |low prices, they're waiting for
checks. And it's really hurt the market response that we

woul d have seen, and it's an exanpl e of federa
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intervention, of injecting noney into a situation that
nmakes it worse

And in one sense raising the 4b regul ated price
now would tend to do the sane thing as the MLC. At a
ti me when we need nore processing capabilities to put nore
mlk in the commercial narkets across the country from
California, don't invest in nore nmlk via the regul ated
price. Raising the regulated 4b price for mlk would be a
maj or shift in the regulated price level. The current
level is a level that has fueled the growh of the
California dairy industry in the recent past.

Lastly, we encourage you to send a clear nessage
to those who ask for a higher regulated price. The
nmessage is, "Go to the narket from nore noney."

We at Hil mar Cheese Conpany are clearly for
hi gher prices that conme fromthe nmarket. W are clearly
for higher prices that are earned by investnent and
appropriate risk taking. And | say this in the face of
dramatically low mlk prices, and | know those things are
hear to hear.

HEARI NG OFFI CER ESTES: M. Jeter, | just wanted
to informyou for a nonent, just in ternms of the |length of
your statenent, that you've used half of your tinme. So
you have 10 nore mnutes, so you can use that tinme

j udi ci ously.
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MR JETER  Thank you.

Tell those who seemto be good at asking you to
increase their prices via the regulated price to go to the
market. The California regulated minimmprice for mlk
going into cheese is just that, a regulated m ni mum pri ce.
Anyone can pay nore if they earn it.

The hard facts are -- and these are not fun
facts -- we are at a point of having very anple nilk
supplies into the foreseeable future and are | ooking at a
shortage of markets. Mrre investnent needs to be nade in
markets and products, not in mlk via an increase in the
m ni rum regul ated price.

The second key reason not to change the |evel of
the California 4b price is that the current level allows
for appropriate non-regul ated price signals, efficiently
allocating mlk and increasing the conpetition for mlK.

Critical to the dairynmen in California is
conpetition for their mlk. A key elenent in conpetition
is adequate plant capacity and the ability to pay
premuns. Raising the 4b price will dimnish plant
capacity in the future as processors see | ess favorable
environnent for the plant margins. A higher 4b price wll
al so mean that processors will pay less premuns for mlk
goi ng to cheese, decreasing conpetition for mlk, taking

the pressure off many in the industry to inprove and
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i nnovate. And actually what needs to happen is people
need to feel the conpetition for mlk, which will push
prem unms and gi ve dai rynen choi ces where they can ship
their mlk. Raising the 4b price will decrease plant
capacity, decrease conpetition for mlk, and give us |ess
ability to appropriately allocate mlk for comrercial
markets, rather than selling to the government.

Let ne give you an exanple. Last year when you
decreased the 4a and 4b price for mlk for energy reasons,
pl ant margins were increased relative to what they woul d
have been if there had been no decrease in the regul ated
price. Wen you nmade the change to decrease the 4b
regul ated price, H |l mar Cheese Conpany nade the decision
to increase our premuns to make up the difference. W
actually put the noney fromthe decreased regul ated price
into higher quality prem uns, a new environmental prem um
(designed to stimnmulate CDQAP certification) and higher
cheese yield and mi ni mum prem uns. This increased
conpetition for mlk resulted in others having to nake
decisions as well regarding what to do with their prem um
pr ogr ans.

Just the opposite will happen if you increase the
regul ated 4b price for mlk. Premuns will be decreases
and conpetition will decrease as well. And we think

that's not good for California dairymen in the short run
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or inthe long run. W believe there needs to be nore
conpetition. And to do that there needs to be prem uns
and adequate plant capacity.

The last reason to not change the | evel of the 4b
pricing in Californiais that a valid rel ationship now
exi sts between Federal O der Class 3 and the California
O ass 4b price.

Many who advocate increasing the 4b price do so
on the basis that we should have a mnimumprice in
California which is close to or equal to the federa
m ni rum C ass 3 price.

At the recent dairy forum Mark Stephenson, dairy
economi st fromCornell, said that in general a $.70 to
$.80 per hundredwei ght all-mlk price difference should
exi st between California and the eastern part of the U S.
which reflects the cost to nove the product between those
two regions. He conmented that 60 percent of the
popul ation of the U S. is located east of the M ssissippi
and the difference in mininumprice allows California
product to be conpetitive in these narkets. Al nost all
new markets for California mlk exist east of the
M ssissippi River. That's a corporate differential

At the sanme dairy forum Doug Marshall from
Westfarnms commented that federal order mininmumprices did

not take into account the cost to transport product to the
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east, like the California 4b does. Hi s comment recognizes
the sane price differential acknow edged by Mark
St ephenson nentioned above. Doug Marshall was basically
sayi ng that manufacturers on the west coast need this
| ower regulated price to conpete in mdwest and eastern
markets. He was saying that the California price is
correct and the federal order price is wong for those
| ocated on the west coast. Unfortunately, he's in the
federal order. So if he were at this neeting he would
advocate us raising our price, so that it too would be
wong, and we too will be unconpetitive if we have to pay
a price that's conparable to the federal order price

The prices in California and the federal orders
really have different rules -- I"'mgoing to skip that
because | think you guys know t hat.

I"mgoing to go to page 9. And I'mgoing to
quote again fromthe March 18th hearing decision. [I'lI
skip that, and go down to that next paragraph

The difference in federal order prices and
California prices is also justified by the difference in
cost of production at the dairy level, if mninumprices
are truly to be market clearing. See the attached Exhibit
A, which shows the Pacific region cost of production
conpared to the northeast and upper mdwest. This data

is through 1999. Wat we can see fromthis exhibit is
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that the Pacific region dairynen -- California, O egon
and Washington -- had a much | ower economic costs to
produce m | K.

Essentially, California dairynmen nmake nore net
inconme with a lower price than the federal order
counterparts because the difference in the average cost of
producti on between California and the upper nmidwest is
| ess than the average difference in the all-mlk price or
the mailbox mlk price. And the result of this has been
much nore dramatic growh in the mlk supply in the west
than in the mdwest or the east. And that's also shown in
Exhibit A

California dairymen are very efficient. They do
a great job.

VWhile current price levels are very low-- let's
see, I'mgoing to skip down to -- I'mgoing to go to the
next page.

The one thing that could damage this trend of
growth would be a regulated price in California that is
too high, that is not market clearing. And that is one of
the mai n dangers of the proposals before us presented by
Western United Dairymen, the Alliance of Wstern M1k
Producers, California Dairy Canpaign, and California Dairy
Wonen.

The ot her danger is that a higher regul ated price
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will nmake us | ess able to garner new narkets for
California dairymen. And we badly need new narkets.

| think this can be illustrated as follows: |
was at a neeting of dairy economi st and industry people in
Chicago in early January. There were about 40 people from
all across the country at this event. The purpose of this
neeting was to di al ogue about dairy policy and dairy
econom cs. Inevitably the issue of regional economcs
canme up. One eastern dairy econonist from Dairyl ea
cooperative in New York commented that the regulated price
surface should be used to enhance producer revenue.

Several disagreed with his thinking and eventual |y asked
him "Wiat will you do about California?"

The inplication was that raising or keeping
prices high in the east would only give California nore
roomto grow and take market share, as has been the case
in the past.

In response the eastern dairy econonist turned
and | ooked at a California person who was at the neeting
and said that the answer was for California to raise their
price through the hearing we are all nowin the mdst of.
The eastern dairy econom st clearly realized, as | think
we all do, that the growth in the western m |k supplies
and the markets where this mlk ends up has cone at the

expense of higher priced nmidwestern and eastern mlk. The
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east and mdwest realize that the only way to derail this
trend is to raise the mninmumprice that nust be paid in
California so that California mlk is |ess conpetitive in
m dwest ern and eastern narkets.

I"mgoing to go to the next page.

Q her regions in the country want us to increase
our price so our strategic advantage of low cost mlk will
be taken away. It's critical for ongoing growmh that we
mai ntai n the advantages we have in terns of |ower cost,
efficient mlk production

I"mgoing to go down to the next paragraph

| think there could be an illustration for us
internationally concerning Australia and New Zeal and.

VWhat if Australia and New Zeal and were by regulation to
raise their mnimumregul ated mlk price to sonething that
was |less than the freight differential between Australia,
New Zeal and and the U.S.? The result would be to nake
Australia and New Zeal and | ess conpetitive in the United
States, In Europe, and around the world for that matter,
with their dairy products. Wile our dairy industry would
like this, and I would for one, it will obviously never
happen. To do this would be to give away a prinary
advantage -- their efficient mlk supply relative to the
U S. and Europe.

Yet this is exactly what you were being asked to
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do in California. You' re being asked to raise the m nimum
regul ated price for mlk going into cheese and gi ve away
the advantage that California has, an efficient mlk
supply, which will result in us being | ess conpetitive and
thus | ess able to garner new narkets.

Let's skip over to page 12

Lastly, 1'd like to nake a comment about whey and
the inclusion of a whey fornula. And I'mgoing to put in
anot her excerpt in fromyour March 18th hearing deci sion,
which | won't read.

HEARI NG OFFI CER ESTES: M. Jeter, you have a
coupl e of m nutes.

MR JETER That will be fine.

Skip to page 13, bottomof it. |In that quote,
CDFA acknow edges again the inportance of an appropriate
price level generated by the forrmula. You also
acknow edge that cheese is sold by California possessors
for significantly less than what is depicted the formil a
nover. This is still the case today and was verified by
your price surveys.

I'"mgoing to skip to page 14.

W al so acknow edge that whey can provi de net
revenue. A sinple and accurate perspective would be that
net earnings fromwhey could potentially nake up the

significant shortfall in the price nover. | think that

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

248
this was the point in your 3/18 decision. The |evel of
the current 4b price is correct.

One | ast comment on whey. It's critically
i mportant for the continued devel opnent of the cheese
i ndustry nationally and in California that we invest in
and devel op even nore uses for whey and whey fractions.
This must be done, specifically in California if we want
to grow the cheese industry in ternms new nmarkets. Wile
whey proteins have in recent years been a relatively hot
marketing item during the last 18 nonths we've seen a
comoditizati on of what used to be uni que specialty whey
products and dramatic erosion in the nmargins i n whey.
W' ve al so seen a growi ng surplus in what we in the whey
busi ness know as whey perneate. Wiey perneate is what's
left over after you generate whey proteins. As whey
protein concentrate production has grown, so has the
supply of whey perneate. W | ose noney processing our
whey pernmeate. We've invested over $45 million to process
a product from which we nmake no noney. And
environnentally we have to do it. W have no choice

W are at a critical time in our conpany's
hi story where we nust make deci sions regardi ng grow h.
And a key part of that decision will be what to do with
our whey and whey perneate if we fractionate whey. There

are no easy decisions. | can't overestimate this point.
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We as a conpany shoul d have nmade growth deci si ons
already in we want to have new capacity up and running in
two years. But we have held off making the decision for
several years, one of which is the massive investnent
requi red in whey perneate and the fact that we just can't
afford to make any investnent errors or invest |like we
have in the past -- $45 nmillion just to | ose noney.

W believe that a new facility nust be large to
drive efficiencies, yet the cost of a newfacility to
conpete nationally would be at least $150 million
i ncl udi ng whey processing.

HEARI NG OFFI CER ESTES: M. Jeter, your tinme has
expi red.

MR JETER | think |I'm done.

HEARI NG OFFI CER ESTES: Did you have any brief
conmmrent you wanted to get across before | turn you over to
t he panel for questions?

MR JETER No, | think I'mfine.

HEARI NG OFFI CER ESTES: Do we have any questions
for M. Jeter?

M. Jeter, before you get any panel questions, |
just want to enphasize one point, is the fact that you
were not able to read all of your testinony today of
course does not mean that the full content of it will not

be consi der ed.
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MR JETER  Thank you.

Can | subnmit a post-hearing brief?

HEARI NG OFFI CER ESTES: Certainly.

AGRI CULTURE ECONOM ST GOSSARD: On the top of
page 10 you characterize the proposals by others at the
hearing, including California Dairy Wnen, as being those
that would result in higher prices and stinulate
producti on.

But on the case of the California Dairy Wnen's
proposal, the average effect over two years would be a
2-cent increase in the hundredweight price. And |'m not
sure how you see that damaging to --

MR JETER | don't think that would stinulate
production. That's a m stake.

SENI OR AGRI CULTURAL ECONOM ST ERBA: M. Jeter,
maybe you said so in your testinony and | didn't pick up
onit. But are you in support of the Dairy Institute's
proposed changes to the dass 4b fornul a?

MR JETER | think | said that.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Okay. |
wasn't sure.

MR JETER Yes, | am

SENI OR AGRI CULTURAL ECONOM ST ERBA:  kay. |
just wanted to nake sure about it.

Al so | have a question about a -- and
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unfortunately you didn't have tinme to go over this, but
it's on page 14, top of the page. | guess it would be the
first paragraph -- the first conpl ete paragraph anyway,
that you "acknow edge t he whey can provi de net revenue. A
sinpl e and accurate perspective woul d be that net earnings
fromwhey could nake up the significant shortfall in the
price nmover. | think that was point of the 3/18/01
heari ng deci sion."

Coul d you expand on that paragraph a little bit?
I"mnot quite sure what you're getting at there

MR JETER Well, | think I'm acknow edgi ng that
we all invest hard, and we do that to nmake noney in the
whey business. And it's really allowed us to do a couple
things. To expand cheese markets, certainly. But also in
our case to pay premiuns out for mlk. Andit's really --
we've invested hard. It allows us to pay prenmiuns. And
we do acknow edge that there is definitely a shortfall in
that price nover. | think your survey indicated that.

So it's sort of -- you know, we're short on the
price nmover. W acknow edge there is sone net revenue
available in whey. And | think that's why we supported
the Dairy Institute, which | believe they basically
acknow edge that as well.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  In the Dairy

Institute's proposal, they didn't include an explicit whey
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i nclude explicitly --
MR JETER Right.
SENI OR AGRI CULTURAL ECONOM ST ERBA:  Ckay.

you.
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Thank

HEARI NG OFFI CER ESTES: Any further questions?

Al right. Thank you very much, M Jeter.

Next we have Richard Ghil arducci and Dennis

Leonardi from Hunbol dt Creanery.
(Thereupon the witness was sworn, by the
Hearing Oficer, to tell the truth, the
whol e truth and nothing but the truth.)
MR CGH LARDUCCI: | do.
(Thereupon the witness was sworn, by the
Hearing Oficer, to tell the truth, the
whol e truth and nothing but the truth.)

MR LEONARDI : | do.

HEARI NG OFFI CER ESTES: And let's start and go

with you, M. Ghilarducci. Could you please state your

name and spell your |ast nane.

MR GH LARDUCCI: Rich CGhilarducci. M last nane

is spelled Gh-i-l-a-r-d-u-c-c-i.

HEARI NG OFFI CER ESTES: And, M. Leonardi .

MR LEONARDI : Dennis Leonardi L-e-o-n-a-r-d-i.

HEARI NG OFFI CER ESTES: Al right. M.
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CGhi | arducci, could you please identify the organization
that you represent.

MR GH LARDUCCI: Hunbol dt Creanery Associ ation

HEARI NG OFFI CER ESTES: Coul d you descri be the
nunber of menbers in your organization

MR GH LARDUCCI: We have 70 menbers.

HEARI NG OFFI CER ESTES: And the process by which
your testinony was devel oped and approved?

MR GH LARDUCCI: It was devel oped by nyself and
ny staff. And It was approved on January 13th's board
neeti ng.

HEARI NG OFFI CER ESTES: 1'mgoing to enter both
of your statenments as Exhi bits Nunber 56 and 57.

(Ther eupon the above-referenced docunents

were nmarked by the Hearing Oficer as

Exhi bits 56 and 57.)

HEARI NG OFFI CER ESTES:. So pl ease proceed with
your testinony.

MR GH LARDUCCI: M. Hearing Oficer and nenbers
of the panel: M nane is Rich Ghilarducci and I'mthe
Chi ef Executive Oficer of Hunbol dt Creanery Association
Qur nenbership consists of approximately 70 dairynen
located in northern California. M appearance today is on
behal f of our board of directors and the 70 famly farns

t hat own our cooperative.
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Hunbol dt Creanery processes and markets powdered
mlk, ice cream and fluid mlk products. Qur dairynen
have nmade substantial investments during the past 10 years
in their facilities and devel oping nmarkets for California
ice creamand powdered mlk. |In addition our facilities
are used to bal ance the raw product requirenents of fluid
m |k an cheese processors in our region simlar to other
butter/powder facilities throughout the State of
California.

The California Departnent of Food & Agriculture
has granted Western United Dairymen a public hearing to
consi der anendnents to the O ass 4a and 4b product vyi el ds.
Al so, the Secretary of Agriculture broadened the hearing
to include all aspects of dass 2, 3, 4a and 4b pricing
f or mul as.

W recogni ze that California dairynen, which
i ncl ude our owners, are experiencing mlk prices which are
a 20-year |ow and cost of production increases in all
aspects of their businesses. As a result, many dairynen
and their organi zations are | ooking towards the Departnent
and this hearing to solve the inequity of their revenue to
expenses. Sound policy, not tenporary economc
conditions, should be the basis for the Departnent's
deci si ons.

Current mlk prices are a reflection of supply
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and demand and not the State of California mlk pricing
system

In fact, the changes proposed in the hearing
woul d actually reduce our dairymen's incone. Since 95
percent of all 4a products are produced by dairymen-owned
cooperatives, any reduction in the 4a nmanufacturing
all owance is sinply a formof income redistribution away
fromdai rymen who have invested in facilities to dairymnen
who have no investnent in nanufacturing plants.

Qur board of directors, that is conprised of
California dairynmen, and the managenent of Hunbol dt
creamery support the current manufacturing all owance of
powder at $.16 per pound, which is justified by the
conplete State of California manufacturing cost audit
rel eased Novenber 26th

We support the California Dairy Wnen's proposa
to establish a floor price of the USDA commodity price and
the Alliance of Western MIk Producers' 4b price
structure, which recogni zes the value of protein in whey.

Li sted bel ow i s support for our position on
manuf acturing al |l owances, product yield fornulas,
commodity price floors, and Cass 4b price structure.

The State of California annual audited wei ghted
average manufacturing cost ending with the 2001 year was

16. 19 cents per pound for nonfat powder. After the State
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of California announced these figures, they presented a
cost study adjusting for the cost of energy for the single
nont h of August 2002. This process of partial audits is
m sl eading and not a truly reflection of the associated
manuf acturing costs. Beyond these audits, there are many
aspects of the manufacturing all owance the Secretary of
Agricul ture shoul d consi der

For exanple, the natural gas market in August
2002, was $2.70 per deca-therm The average for the year
was $3.35 per deca-therm And the current price is $6.12
per deca-therm By arbitrarily choosing the single nonth
of August to review natural gas costs, this resulted in
t he manufacturing all onance bei ng reduced by $.01 per
pound. However, if you | ook at the current price today,
the Departnent's audits would reflect an increase in the
manuf act uri ng al | owance.

Al so, there are inequities in the California
electrical rates. Hunboldt Creanery purchases electricity
fromPacific Gas & Electric, which rai sed our conmerci al
rates due to the State of California energy crisis by 74
percent in 2001.

Processing plants that are located in the Mdydesto
or Turlock irrigation districts pay 60 percent |ess than
our California PUC inposed rates. So it's easy for plants

within those districts to state that the last increase to
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t he nmake all owance wasn't warranted when they have not
seen those electrical costs.

Before these increases, historical electrica
rates throughout California varied by less than $.04 per
kilowatt-hour. Since the electrical crisis during 2001
there is now a variance of $.10 per kilowatt hour. For
Hunbol dt Creanery this difference equates to electrica
costs that are $.03 per pound higher in our powdered mlk
operation than plants |located within these regions. Since
t he manufacturing all owance has to cover plants |ocated
t hroughout California, the Departnent shoul d consider
t hese vari ances.

In addition, we just received notice that the PUC
will inmplenent a 2.7 cent per kilowatt-hour surcharge
ef fective January 2003 to recover costs for
sel f-generati on.

Next, on Decenber 31st of this year we received a
54-percent increase in our workers' conpensation insurance
rate, which is not included in any state audited costs.

In 1999 how Hunbol dt Creanery had a rate of $2.95 per $100
payroll. For 2003 our rate is $12.99 per $100 of payroll
This equates to a 340 percent increase in four years.

G aphed bel ow are current rates for creaneries located in
O egon and Arizona conpared to California.

What needs to be understood is that al
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California processors are burdened wi th higher
manuf acturing costs than surroundi ng states, and this nust
be taken into consideration by the Departnent.

W shoul d al so recogni ze the relationship of the
California Cass 3 pricing to surrounding federal orders,
as graphed bel ow.

This pricing relationship is critical to our
organi zati on since over 50 percent of our sales are in ice
cream and our outside the State of California.

It is inmportant that California manufacturers not
be di sadvantaged conpared to other U S. manufactures. It
is also inperative for both producers and processors to
mai ntain conpetitive class pricing with surrounding
federal orders. |If this price parody is eroded, the
California producers and processors will lose the dass 3
mar ket val ue to surrounding federal orders. This wll
mean nore of their product will be diverted into the
comodity products such as butter, powder, and cheese at
| ower val ues.

In referring back to that graph, as you can see,
we al ready paid a higher butterfat value than the federa
orders in Cass 3 in the State of California, and with the
proposed changes by Wstern United we even nove that
farther out of the line with federal order

Next, the return on investnent cal cul ati on used
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by the State of California, Departnent of Food and
Agriculture does not reflect the true cost of capital to
mai ntain processing facilities within the State. More
advanced custoner specifications nmean additiona
i nvestment requirenments on the part of processors. Let's
not discourage investnent that would keep our facilities
efficient, cost effective, and conpetitive. The
Calculation uses the prime rate, which is a reflection of
short-termnoney. The facilities used for processing are
all long-termassets. And the return on investnent
cal cul ati on should be tied to a m ni num 10-year note,
whi ch woul d be a closer reflection of financing used to
maintain or build facilities.

In Western United Dairynmen's proposal, they
recomend reduci ng the powder manufacturing all owance to
14. 27 cents per pound. This would nean that 80 percent of
all powdered manufactured in the State of California would
be at a loss. Their initial proposal called for 80
percent of the volune to be covered by the manufacturing
al l owance. And this would set the manufacturing all owance
at over $.16 per pound. Therefore, fromthe standpoint of
econom c justification, based on the relative narket val ue
and manufacturing costs, no nake al |l owance reduction's
warranted; and, in fact, an increase, which we have not

asked for, could be justified with year-end increases.
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W recogni ze that California dairynen are in a
cost - of - producti on squeeze, and we support efforts to
increase m |k prices where increases can be obtained from
t he market.

The California Departnent of Food Agriculture --
and this is going to product yields -- issued a report on
butter and powder yields dated Cctober 2002. W believe
that the yield nunbers reported in the study are
significantly overstated. The allocation process of plant
| oss by conponent usage is not accurate.

W woul d agree with the Departnent's assessnent
that assigning plant loss is a conplex task. Since powder
products are the nost highly processed products in a
powder operation, the Departnent states in their findings
that they recognize their yield estinmates are too high
We woul d concur with this finding based on our actua
results. There are other factors not even considered in
the study such as | oss encountered by running diverse
products and varyi ng conponent tests per finished product
cont ai ner.

Commodity floor prices:

Hunbol dt Creanery believes the State of
California should reinstate provisions sinlar to those
included in the 1995 stabilization plan to floor comuodity

prices in the 4a calculation and to al so include 4b.
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These provisions will provide for prices to be established
at the higher of the calculations of market prices or the
USDA announced support purchase price for butter, powder,
and cheese. A lowi ng sales prices to be used in the
cal culation of pay prices to dairynen that are bel ow the
support purchase price for butter, powder, and cheese is a
way to circumvent the intent of mninumpay prices to
dai rymen.

Under the current structure there is no incentive
for a manufacturer to sell at the support purchase price
for butter, powder, or cheese because there is a fixed
manufacturing allowance. This structure results in
dai rymen getting paid bel ow the $9.90 support price, which
was never the intent of Congress.

O ass 4b price structure:

We support the Alliance of Western M|k
Producers' structure for 4b pricing. This structure
recogni zes the raw product value for whey solids and the
ef fect of protein to cheese manufacturing yi el ds.

The processing and nmarketing of whey solids has
becone a profit center for many cheese nmanufacturers.
California manufacturers shoul d have an adequate
manuf acturi ng al |l ownance and shoul d be rewarded for
i nnovati ve marketi ng by devel opi ng and sel ling above the

average of the western nostly dry whey val ue as reported
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by USDA Dairy Market News or efficiencies recognized by
processi ng bel ow the manufacturing all owance.

Processors should not be allowed to prosper by
not paying the true value for the nmlk they are
processi ng.

The California mlk pricing systemhas to
recogni ze the value of protein in the dairynen's raw
product value. Wth over 42 percent of the m |k produced
in California being processed in class 4b, it is
i nperative that our pricing systemrecogni zes the val ue of
protein and butterfat in the manufacturing of cheese. The
vol une of product yielded for manufacturing cheese
increases in direct correlation with the conposition of
butterfat and protein. California dairynmen should
recogni ze the raw product benefits of these conponent
val ues. The Alliance proposal recognizes the raw product
val ue of whey solids and protein and allows our 4b pricing
to be in a reasonable relationship on a nonth-to-nonth
basis with the federal order Cass 3 pricing.

In conclusion, the 70 famly farns, the board of
directors, and the nmanagenent of Hunbol dt Creanery
Associ ati on encourage the nenbers of the panel to
recomend, and the Secretary of Agriculture to adopt, the
commodity price floors as proposed by the California Dairy

Wonen; adopt the dass 4b pricing structure as proposed by
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the Alliance of Western M|k Producers; nake no changes to
product yield formulas for both butter and powder; and
establ i sh manufacturing all owances based on the conpl ete
annual audited costs dated Novenber 26t h.

At this tinme our testinmony will be continued by
Denni s Leonardi, our Chairman of the of Board and a
California dairyman. Hunbol dt Creanery Associ ation
appreci ates the opportunity to testify at this hearing.
After my Chairman's testinony, we would be happy to
respond to any questions the hearing panel may have.

HEARI NG OFFI CER ESTES: Pl ease proceed, M.
Leonar di

MR LEONARDI: M nane is Dennis Leonardi. |
serve as Chairnman of the Board of Hunbol dt Creanery
Associ ation. Qur association is conprised of California
dai ry nmen and woren who have invested in our processing
facility for over the past 70 years. | amhere on behal f
of that board of directors fromthe 70 famly farns that
own our cooperative. M Board has directed ne to
underscore our CEQ M. Ghilarducci's testinony, but in
much nmore direct terms.

We support the current manufacturing all owance of
powder at 16.1 cents per pound. It is disturbing to our
Board to see that any nonth singled out when used in an

expense audit process. This is especially concerning when
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it is avery low cost nonth conpared to others. It is
al so concerning to see only energy costs consi dered when
we as the owners of the plant have to bear all the
i ncreased costs, including health care costs, workers
conpensation, in addition to electrical and gas costs.

W have very serious concerns regarding the
proposal from Wstern United Dairynmen. Sone of our
dai rymen are nmenbers, including nyself. And | rnust say,

" mdi sappointed in their proposal and its possible inpact
on our plant and markets. W support a manufacturing

al l onance in powder that will allow us to cover our costs.
Not adjusting the 16.1 cents per pound at this tinme made
sense. Based on our costs, we could easily testify for an
i ncrease in the 4a manufacturing all owance.

We support the California Dairy Wnen's proposa
to establish a floor price of the USDA commodity price and
the Alliance of Western M1k Producers' 4b price
structure, which recogni zes the value of protein and whey.

W support a Class 3 price that allows us to be
conpetitive nationwide. W as owners of an ice cream
production facility already have hi gher raw product costs
than the federal orders we conpete in with over 50 percent
of our finished product. It is also inperative for our
producers and processors to naintain conpetitive class

pricing with the contiguous federal orders. |If this price
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parity is eroded, the California producers and processors
will lose Cass 3 market value to surroundi ng federa
orders. This will mean nore of our raw product wll be
diverted into commodity products such as butter, powder
and cheese, thus even | owering nail box prices.

We strongly support the concept of pooling, that
all mlk value is pooled and all value be recognized. And
et me share with you an exanpl e.

One of ny neighbors has a market milk permt and
ships to a 4b plant. This neighbor has a cheese yield
hi gher than the standard 10-pound yield that is accounted
for by the State formula.

At the end of the nonth we all receive our pay
checks and everyone shares in the ass 1, 2 and 3 sales.
Then the di screpancies arrive because the pool has not
accounted for all the mlk val ue.

Thi s producer takes noney fromall the markets
and yet it's a bonus on top of the narket. The processor
doesn't account for all the value of this mlk as cheese
or whey to the pool and is able to selectively give the
producer bonus. This is not fair, this is not equitable,
an it's not the intent of pooling. This situation needs
attention and it needs to be fixed. MIk needs to be
recogni zed for its true value and for what it vyields.

California needs to be a | eader in the nation regarding
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pricing. Qur dairymen deserve it.

W recogni ze that the California dairy nen and
woren, which include our owners, are experiencing mlk
prices which are at a 20-year |ow and a cost of production
increases in all aspects of their business. As a result
many dai rynen and their organi zati ons are | ooki ng towards
the Departnment and this hearing to solve the inequity of
their revenue to expenses. Sound policy should guide the
State of California mlk pricing system not reactions to
supply and denmand i nbal ance. In fact, sone changes
proposed in the hearing would actually reduce our
dai rymen's incone. Any reduction in 4a manufacturing
allowance is sinply a formof incone redistribution away
fromdai rymen who have invested in facilities to dairymnen
who have no investnent in nanufacturing plants.

W need to understand that all California
processors are burdened with manufacturing costs which are
hi gher than surrounding states, and it nust taken into
consi derati on.

W as California dairynen are in a
cost - of - producti on squeeze and we support efforts to
increase mlk prices, where increases can be obtained from
the market. Allowing sales prices to be used in the
calculation of pay prices to dairynmen that are bel ow the

support purchase price of butter, powder, and cheese is
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the way to circunvent the intent of mninumpay prices to
dai rynen.

Processors should not be allowed to prosper by
not paying the true value of mlk they are processing.

On behal f of the menber/owners of the Hunbol dt
Creanery Association, | would encourage the nmenbers of the
panel to reconmend to the Secretary of Agriculture to
adopt the commodity floor price as proposed by the
California Dairy Wnen, adopt the 4b pricing structure as
proposed by the Alliance of Western M|k Producers, make
no changes to the product yield fornulas for both butter
and powder, and to establish manufacturing all owances
based on the conpl ete annual audited cost dated Novenber
26t h.

Thank you very much for the opportunity to
testify. And I'd direct our questions to our CEQO Richard
CGhi | arducci, and request an opportunity to provide a
post-brief testinony.

HEARI NG OFFI CER ESTES: Request for a
post-hearing brief is granted.

And do we have any panel questions?

SUPERVI SI NG AUDI TOR HUNTER. On your second page
on your natural gas pricing, you tal k about the average
for the year was $3.35 per deca-therm and the current

market price is over $6 per deca-therm
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VWhat are you are paying now at your plant per
deca- t her n®?

MR GH LARDUCCI: W have a blend price between
the spot market, which is January's price, and getting up
bei ng probably $6 range on one contract -- one plant. And
the other plant is contracted out and a long-term
contract.

SUPERVI SI NG AUDI TOR HUNTER:  Long-term contract
at what rate?

MR CH LARDUCCI: | would feel that that
information is proprietary. And the Departnent has all
the informati on anyway.

SUPERVI SI NG AUDI TOR HUNTER: Al right.

That's all | have.

HEARI NG OFFI CER ESTES: Do we have any ot her
questi ons?

SENI OR AGRI CULTURAL ECONOM ST ERBA: | have a
coupl e of questions for M. Ghilarducci.

On the third page of your, in workers'
conpensation rates for different states, where did you get
that information?

MR, GH LARDUCCI: W got that through our
i nsurance provider or broker. And those are for
creaneries located within Oegon and Ari zona.

SENI OR AGRI CULTURAL ECONOM ST ERBA: Is that an
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average, do you know?

MR GH LARDUCCI: That's a creanery, yes.

SENI OR AGRI CULTURAL ECONOM ST ERBA: (On the sane
page you have a graphic that shows the butterfat pricing,
conparing federal order with California and Western
United' s proposed changes.

Do you have a simlar feel for how things are
changed on the solids-nonfat side?

MR GHI LARDUCCI: On the solids-nonfat side of
it, the prices as Wstern United proposed woul d increase.
But | can't tell you how that woul d be conparatively, off
the top of ny head. And just to -- you know, just to
enphasi ze, you know, in manufacturing ice cream the major
conponent is butterfat.

SENI OR AGRI CULTURAL ECONOM ST ERBA: |
under st and.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (On the next
page you nmake the suggestion of time return investnment to
a mni num 10-year note.

Do you know what the effect of doing that woul d

be?

MR, GH LARDUCCI: Short-termwoul d probably nake
a difference of -- probably 6 percent for the cost of
funds used in that. And | can't say what -- you know, you

could run that through all the blended costs of plants. |
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can't say exactly what that would make a difference in the
cost of manufacturing. But | could run that through our
own study and respond to that.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Coul d you
include that in the post-hearing brief, if you subnmit one?

MR GH LARDUCCI :  Sure.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  I'd
appreciate it.

And this is just a clarification question between
the two of you.

In M. Chilarducci's statenent he says the State
shoul d reinstate the provisions included in the 1995
stabilization plan to floor commodity prices. But the
California Dairy Wnen's proposal is not exactly the sane
i n how they handl e the hi gher-of concept.

Do you or do you not include the adjustnent to
the freight before or after you take the higher of? So
what one are you supporting?

MR GH LARDUCCI: W could not take the freight
differential into consideration.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  So you take
the higher of first and then apply the freight
differential ?

MR GH LARDUCCI :  Yes.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Ckay.
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That's all the questions | have.

HEARI NG OFFI CER ESTES: Do we have any nore
guestions?

Thank you for your testinony.

W're going to take a 10-mnute break at this
time and then cone back and take sone nore testinony
bef ore we adjourn the hearing for today.

(Thereupon a recess was taken.)

HEARI NG OFFI CER ESTES: Al right. W'Ill cal
the hearing to order. W're calling the hearing back into
session. This will be the final segnment for today.

W'l take sonme nore testinony, and then we will
adj ourn and concl ude tonorrow.

At thistine l'dlike tocall, let's see, Robert
Naer ebout; is that correct?

MR, NAEREBQUT: That's good enough

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your nanme and spell your |ast nane.

MR NAEREBOUT: Robert Naerebout. Spelling the
last nane is Na-e-r-e-b-o0-u-t.

(Thereuopn the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

MR NAEREBQUT: Yes, | do.

HEARI NG OFFI CER ESTES: And coul d you pl ease
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identify to organi zati on you represent.

MR NAEREBOUT: Yes, | represent the |daho
Dai rymen's Association. It is a trade association that
represents all the dairy producers in |daho, presently
with 787 nenbers.

HEARI NG OFFI CER ESTES: And how did you finalize
your testinony?

MR, NAEREBQUT: | prepared the testinony. W
have -- we're a grass roots organi zation. W have an
Industry Relations Conmittee that nmet on this past Mnday
and approved ny testinony.

HEARI NG OFFI CER ESTES: | see you presented us
with a witten statenent today. We will introduce that
into the record as Exhi bit Number 58.

MR, NAEREBQUT: Thank you.

(Ther eupon the above-referenced docunent

was marked by the Hearing O ficer as

Exhi bit 58.)

HEARI NG OFFI CER ESTES: And pl ease proceed with
your testinony.

MR, NAEREBQUT: Thank you.

My nane is Robert Naerebout. | amthe Executive
Director of the Idaho Dairynmen's Association, and am
testifying on behalf of their 787 dairy producers in

| daho.
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HEARI NG OFFI CER ESTES: M. Naerebout, excuse ne.

Coul d you people all quiet down a little bit so
M. Naerebout can provide us his testinony. W can all
have the benefit of hearing his know edge and expertise
related to dairy matters.

MR, NAEREBQUT: Thank you.

| DA was established under the provisions of
Chapter 3, Title 30 of the Idaho Code as a non-profit
cooperative association on July 5, 1944. CQur principa
pur pose has been and will continue to be to pronote the
dairy interests in the State of |daho and to take action
necessary to stabilize and protect the dairy industry of
| daho.

Al though it may seem unusual to you for an
out -of -state organi zation |like ours to participate in a
hearing that is discussing your pricing mechani sns or
cheese and powder, we do believe the outconme of your
hearing will have a direct inpact on the producers in
| daho. W want to express our gratitude for your
willingness to allow us to participate.

Approxi mately 95 percent of the m |k production
in ldaho goes into manufactured products, with the vast
majority of that production going into cheese. Sone of
that production is covered under varying federal orders

and paid for by using the federal order pricing system
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The production pricing that is not based on the federa
orders is paid off the cheese yield formula.

I would like to take a nmonment to explain the
three areas we believe your decisions will have a direct
i npact on the dairy producers in |daho. Those areas are
t he NASS survey, whey value, and market stability.

As you are aware, the NASS survey is used in the
federal order nmilk pricing formulas. Wth approxi nately
80 percent of the information on the cost of cheese
production comng fromthe western states and with
California facilities participating in the NASS survey, a
| ower value for 4b inevitably will lower the dass Il
price for all producers paid under the federal order
system

Whey Val ue:

As stated before, nuch of the Idaho production is
priced under a cheese-yield fornula. Al though the
di fferent conpani es use varying nmethodologies in their
formul as, they all recognize a value for whey and pay
their producers accordingly.

The California Food and Agriculture Code 61802-h
states, and | quote, "in order to acconplish the purpose
of this chapter and to pronote the public health and
wel fare, it is essential to establish m ninum producer

prices at a fair and reasonable level." A case could and
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should, and I would add, has been made today that while
being fair with the processing sector by recognizing their
costs from nmake al |l owances and transportation credits,
you're ignoring an additional value of raw mlk for the
producer sector by failing to establish a value for whey.
By recognizing a true value for whey, you inevitably wll
recogni ze the value in an increase in the 4b price.

Market Stability:

The California Food and Agricul ture Code
consi ders nmarket stability to be a key factor in mlk
pricing. As a consolidation of the dairy industry
continues and the mlk produced in one state is in
conpetition for a market share, which we heard today, with
m | k produced in a neighboring state, market stability for
like products will be an issue. Wen an organi zation
representing dairy producers considers elimnating federa
order based on a conpetitive disadvantage due to the
California pricing of 4b milk, it creates an opportunity
to evaluate what nmarket stability to California producers
and processors really neans.

The question needs to be asked: WII the
elimnation of adjacent federal orders because of
conpetitive di sadvantages pronote stability for the
California dairy industry or instability? W are

confident for Idaho the elimnation of the federal order
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systemw || create narket instability, with the | oss of
classified pricing and federal order m ninmuns.

I n concl usi on, we support the proposals before
you that add a whey pricing conponent to the Cass 4b
f or mul a.

On behal f of the dairy producers of |daho, again
| express our gratitude for allowing us to participate in
thi s hearing.

HEARI NG OFFI CER ESTES: Do we have any pane
guestions for M. Naerebout?

MR NAEREBOUT: If | may, sir, | would like to
add, after hearing sone discussion, just a few itens that
| think would be inportant and pertinent to you:

The first being, the anmount of milk in Idaho that
is unregul ated i s about 44 percent on any given nonth. So
that mlk isn't under the federal order pricing system
It is under the cheese yield system and has to be
conpetitive with the federal system

Also, as it was stated today, on the conpetitive
advant ages that you have in 4b, obviously that means
you're conpetitive above us. W have to go to the sane
markets in ldaho that you're going to. And it also seens
that you're failing to recogni ze the advantages that you
have versus the over order premuns that are established

in the m dwest.
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And we also would like to ask the permission to
subnit a brief.

HEARI NG OFFI CER ESTES: Your request for a
post-hearing brief is granted.

Have you concl uded your testinony?

MR, NAEREBQUT: Yes, | have. Thank you.

HEARI NG OFFI CER ESTES: As there are no pane
guestions -- excuse ne. W do have panel questions.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Yes

M. Naerebout, I'mnot famliar with your
association. So if you would just help me out with sone
very el enentary questions.

Do have any processing facilities you, operate,
that you | ease, that you own?

MR NAEREBQUT: No. Wiat this is -- our
nmenbership would -- for exanple, the nmenbership of Dairy
Bui | der Northwest has processing facilities in the State.
W are an association of all the dairy producers in the
State, an unbrella organization for them

SENI OR AGRI CULTURAL ECONOM ST ERBA:  So you woul d
not directly operate plants --

MR, NAEREBQUT: W do not directly operate any
pl ant s.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  -- actual ly

menbers of plants?
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MR NAEREBQUT: Pardon ne, sir?

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Sone of your
nmenbers nmay actually have --

MR NAEREBQUT: Qur nenbers would either -- if
they' re cooperative nenbers, obviously they have an
ownership in the plant. If they're not co-op nenbers,
they're going directly to some of our processors.

SENI OR AGRI CULTURAL ECONOM ST ERBA:  (kay. Just
one nore question

You say that you support -- actually I've got a
govern nulti-part question. You say that you support any
of the proposals that would add a whey pricing conponent.
And obviously we've got differences anbng what has been
suggested. Do you have a feeling for any one of themthat
m ght be --

MR NAEREBQUT: As a board we went over the
concept of a whey pricing, where it should be. And we
didn't feel it appropriate for us to inpose on you where
we think it would be. But, you know, | just say for our
board as a whol e and our producers, the hi ghest one would
be the best one.

(Laughter.)

SENI OR AGRI CULTURAL ECONOM ST ERBA:  Thank you.

(Appl ause.)
HEARI NG OFFI CER ESTES: Wait. W have anot her
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question, M. Naerebout.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  You
i ndicated that 44 percent of the market is unregul ated.

Do you have an idea in terms of the price of that
m |1k conpared to the regul ated price?

MR, NAEREBQUT: Yes, | do. Wen you |l ook at the
mlk in ldaho and by comi ng up w th unregul at ed nunbers,
part of that milk is pooled in order 135, which includes
| daho and Wah, part of it is pooled in order 30, which is
basically in Wsconsin. The other part is pooled in order
124. But in order for the cheese processors that -- by
the way, have to be conpetitive with the federal order
price. And if you |look at the past year, and |'d submt

this inny brief for direct facts, that federal order

price would be the ass IIl price plus roughly a 30 cent

what's called a producer pay price differential. So their
prices are going to -- half to hit and half to target wll
be dass Il plus about 30 cents.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  You
i ndi cated that Oregon or the northwest could be
destabilizing to California. |Isn't lIdaho, the fact that
there's sonme unregul ated parts of it, destabilizing to the
ot her federal orders?

MR, NAEREBQUT: If you go back to nmy testinony,

the part that becomes destabilizing is if we |ose federa
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orders and | ose conponent pricing and | ose classified
pricing. Al the mlk in |Idaho, even though it's not all
under the order, is in conpetition to be paid at that
order price. And so --

DAl RY MARKETI NG BRANCH CHI EF IKARI: 1'mgoing to
go a different way.

Is there any attenpt to go under state or federa
regul ation on the unregul ated m |l k?

MR NAEREBQUT: No, there's not a mechanismfor
us to do that right now, except for what's already been
pooled. |If you ook at the federal orders, and each order
is different, the mlk that's going into Wsconsin had to
touch base. And then it doesn't go back to Wsconsin, but
it's on that pool and it's on that order. By touching
base, | nmean it had to have one physical delivery in the
State of Federal O der 30.

Sane is true in Federal Order 135. If you wanted
to bring mlk in to 135, you have to conme into a poo
pl ant once, and then you don't have to conme back agai n but
you have to be associated with that plant.

And in order 124, and this is changi ng because of
the federal order hearings that will change it, but you
didn't have to touch base at all. | could have taken mlKk
fromVernont and pooled it in order 124 w thout noving one

drop of Vermont milk. So it's all based on each order and

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

281
how t hey are.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Does the
fact that you have that unregulated milk in |daho create
nmarket instability then to the federal orders?

MR NAEREBOUT: Yes, it does. And probably the
best case of that would be if you ook at nost of the mlk
that's pool ed out of Idaho, it'd have to be pool ed on 135,
and that's a Salt Lake City nmarket. And then Salt Lake
Cty market would be 30 cents higher than the Boi se narket
or the Magic Valley market, which you woul d consi der
normally the Idaho market. And the instability factor is
of people in that 135 nmarket being afraid of the mlk
that's in lIdaho noving in and taking their market share.
That can occur at roughly about 60 cents. The cost of
transportation to get it out of the Magic Valley into Salt
Lake City is roughly 60 cents. And the market's already
recogni zi ng part of that cost through the Cass 1
differential that are there. So that is an issue, that is
a destabilizing factor.

And there was a federal order hearing in Salt
Lake Gty | believe April 16th in which there was
petitions to try and tighten up the U ah-Idaho narket and
pul | sone of that Idaho mlk off the Uah Market.

DAI RY MARKETI NG BRANCH CHIEF I KARI:  And let me

just -- one other question follow up with what Eric asked
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you.

I's Idaho Dairymen's Association -- is it an
organi zati on of cooperatives or is it nore of a nmenbership
of producers?

MR NAEREBOUT: A Menbership of producers.
Strictly producers.

DAI RY MARKETI NG BRANCH CHI EF | KARI: But you said
sorme of the organi zations al so process mlKk.

MR, NAEREBQUT: Well, all the nenbers -- everyone
who produces nmilk in the State of |Idaho is a menber of
| daho Dairymen's Association. And so within that
nmenber shi p, sonme of thembelong to Dairy Cold, sone of
them belong to Dairy Farmers of Anerica, sonme of them
bel ong to Magic Valley Co-op, sonme of thembelong to
Jeronme Cheese. You get the idea

And so through their -- through the nmenbership of
the conpanies that narket their mlk. W don't narket
their mlk with their association to go issues |like this.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Thank you.

MR, NAEREBQUT: Thank you.

HEARI NG OFFI CER ESTES: Great. Thank you very
much, M. Naerebout.

(Appl ause.)

HEARI NG OFFI CER ESTES. W are approaching five

o'clock. And we've reserved -- we've both noticed the
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hearing for an additional today tonmorrow as well as
reserved this roomfor that purpose. And we have,
bel i eve, 14 nore peopl e who have signed up to testify.

So what I'mgoing to do as the hearing officer in
the exercise of ny discretion so the Departnent can
devel op the nost thorough hearing record possible is go
down the list and gi ve each person who's already signed up
an opportunity to speak today, subject to a five-nminute
speaki ng peri od.

If you feel that you need additional tine, we
wi Il reconvene tonorrow and we will permt you to speak up
to the full 20 minutes allotted for such public comrent.

But | want to go through the list and determ ne
whet her or not there are people that would prefer to speak
today. And if so -- if they are capable of doing so
within a five-mnute speaking period, then you will be
gi ven an opportunity to speak today and you will not have
to return tonorrow.

And so what I'mgoing to do is go down this |ist,
as | said, and call out your nane. And if you
affirmatively indicated that you're willing to testify
today for five mnutes or |less, you may cone forward and
testify. You'll be sworn in, your testinony will be
t aken.

If you want to wait until tonorrow and have a
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full 20-mnute period to speak, then I will informthe
court reporter -- the reporter that we have today that you
have decided to hold over till tonmorrow. Because

obviously will not be up here to speak in the m crophone
and he's not necessarily going to be able to hear you very
wel I,

So that's how we will concl ude busi ness today.
And that way at |east we can avoid just imediately
adj ourning and | osing the opportunity for some people to
speak; and instead utilize a half hour or 45 minutes to
get that testinony, fill out the hearing record and give
the Departnent a full record for rendering a decision in
this matter.

So let me start with, | think, Joaquin Contente.

MR CONTENTE: Yes.

HEARI NG OFFI CER ESTES: Are you willing to
testify today within five mnutes?

Wul d you pl ease cone forward

Before | swear M. Contente, also note that if
you have a witten statenent prepared and you fee
confident in doing so, you can go over the high points of
your statenent, and the full statenent will be entered
into the record for consideration by the Departnent, as
was partially the case with M. Jeter earlier today where

he was able to speak and present about 70 percent of his
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statenment. But the full statement is part of the hearing
record.

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

MR CONTENTE: Yes.

HEARI NG OFFI CER ESTES: And coul d you pl ease
state your name and spell your |ast nane.

MR, CONTENTE: Joaquin Contente, G o0-n-t-e-n-t-e.

HEARI NG OFFI CER ESTES: And coul d you identify
t he organization you represent.

MR CONTENTE: California Farners Union, and |'m
the President.

HEARI NG OFFI CER ESTES: And coul d you descri be
t he nunber of nenbers in your organi zation

MR CONTENTE: In the State we have about 2500
nmenbers, and nationally we have about 300, 000.

HEARI NG OFFI CER ESTES: And coul d you descri be
t he process by which the organi zati on approved your
testi nony today.

MR CONTENTE: W basically have left it upto
nmysel f to coment on the brief subjects that 1'mgoing to
cover.

HEARI NG OFFI CER ESTES: kay. Certainly.

Pr oceed.
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Do you have a witten statenment for entry into
the record?

MR CONTENTE: Actually | don't have an officia
witten statement. Just sone notes here

HEARI NG OFFI CER ESTES: That's fine. | just
wanted to nake sure that we had it into the record if you
wanted to submt it to us

Al right. Please proceed with your testinony.

MR, CONTENTE: | thank you and nenbers of the
panel for the opportunity. As | said, ny name is Joaquin
Contente, President of the California Farners Union
representing the National Farnmers with over 300, 000
nmenbers.

I amhere to speak to you about the inequities
bet ween what the producer receives and the retail price
t hat consuners pay.

This nmorning at five o' clock | stopped in at a
store to purchase sone products. One of the products |
purchased was this nonfat dry mlk product.

If you can pass that down.

That wei ghs 25.6 ounces and costs $5.98. After
adjusting for noisture, the package contains 24.3 ounces
of mlk solids.

At the price of $5.98 for the package, the

consuner is paying $3.93 per pound of mlk solids, and the
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producer receives about $.70 for the solids, or 17 percent
of the consumi ng dollar.

| al so purchased a package of cheese, a store
brand cheese of natural nedi um cheddar cheese. After
adjusting for noisture, the package contains -- it's a two
pound package -- the package contai ns about a pound and a
quarter of mlk solids. At the price of $6.49 -- here's
the receipts on it.

(Laughter.)

HEARI NG OFFI CER ESTES: Are we to entering these
in the record?

MR CONTENTE: VYes, | think so

HEARI NG OFFI CER ESTES: Pl ease, nenbers of the
panel, you are not to consune.

(Laughter.)

MR. CONTENTE: At the price of $6.49 for the
t wo- pound package, the consumer is paying $5.23 per pound
of mlk solids, and the producer receives a little over
$.80 cents, or 15 percent of the consuner dollars.

Can we address the inbal ance between what the
producer receives and the retail price that consuners pay?

Does 16 percent of the retail dollar reflect an
equi t abl e systenf?

Section 61802 of the California Food and

Agricultural Code states, and | quote, "It is essential to
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establ i sh m ni num producer prices at fair and reasonabl e
| evel s so as to generate reasonabl e producer incomes," end
of quote.

Does our systemreflect true market conditions to
all segnents, producers, manufacturers, and retailers?
Does the current systemwth the fixed nargins at the
manuf acturing level drive a wedge between producers and
retail ers?

True market conditions are not conveyed properly
from consunmer to producer. It is the manufacturing
sector -- no -- is the manufacturing sector insulated from
the true market signals?

The CDC vari abl e nmake al |l owance proposal attenpts
to address these inequities through the addition of market
signals to the manufacturing sector. CDC s proposal to
make t he manufacturing all owances variable will bring
equity by rewardi ng manufacturers when the price is
equitable to producers. And when the market is
oversupplied, that nmarket signal is also conveyed to the
manuf act ur er.

California has been and could continue to be the
nati onal |eader in the standards and pricing i ssues. The
i ntroduction of the variable nmake all owance to our pricing
system woul d begin to address the inbal ance between what

t he producer receives and the retail price that consuners
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pay.

At this time | would also like to testify in
support of other conponents of the CDC petition, calling
for CDFA to update the nmake al |l owances, vyields, and
transportation adjustnents to reflect current CDFA
studies; floor the comodity prices at the higher of the
mar ket price or the federal support purchase price as
called for by the CDWA petition; and include the whey skim
value in the 4b price formla.

| also would Iike to request the opportunity to
submt a post-hearing brief.

And | thank the panel for the opportunity.

HEARI NG OFFI CER ESTES: Your request to subnit a
post-hearing brief is granted.

Does t he panel have any questions for M.

Cont ent e?

There are no questions.

Thank you for your testinony today.

(Appl ause.)

HEARI NG OFFI CER ESTES: Before you proceed with
the next witness, giving that it's kind of late in the
day, we would be appreciative if you would keep your
appl ause down or do so sonewhat briefly. W understand
that you enjoy sonme of the speakers, perhaps not others.

But if you could kind of do so -- | don't want to
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necessarily termnate your ability to do so, but if you
could just do so briefly. And please don't whistle.

(Laughter.)

HEARI NG OFFI CER ESTES: Qur next person is Brenda
Knut son of the California Dairy Wnen.

Are you willing to testify today within five
m nut es?

M5. KNUTSON:  Yes.

HEARI NG OFFI CER ESTES: Pl ease cone forward.

M5. KNUTSON: |'m Brenda Knutson. | ama nenber
of the California Dairy Wonen. But |'mreally here just
testifying as just -- ny husband's a dairy farmer and |I'm
his wife. And I'mjust going to give you the best | got
in five mnutes.

HEARI NG OFFI CER ESTES: kay, great. Let ne
first swear you in.

(Thereupon the wi tness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

M5. KNUTSON: | sure do

HEARI NG OFFI CER ESTES: And coul d you pl ease
state your nanme and spell your last nanme for the record

THE WTNESS: Brenda Knutson K-n-u-t-s-0-n

HEARI NG OFFI CER ESTES: And from what you' ve just

said, you're here testifying on behalf of yourself and
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your awe famly, is that correct?

M5. KNUTSON:  Yes.

HEARI NG OFFI CER ESTES: And so | guess we don't
really need to get into how you got your testinony?

(Laughter.)

MS. KNUTSON:  No.

HEARI NG OFFI CER ESTES: Al right. So please
proceed.

MS. KNUTSON:  You know, with California Dairy
Wnen, you know, the cost of production is absolutely
crucial to keep your famly going. And | think we all
know that. And | think what Linda had to say was j ust
ri ght on.

You know, we have environmental, we have cow
confort to deal with, we have paying bills. And you can't
do that w thout the cost of production

You know, | know within the last 12 nonths our
personal business has not received cost to production
And | think Linda had it at $12.98. Wen | got it, | got
$12.89. | probably was a little dyslexic, but we'll work
with that.

Wl I, you know, we have to contain our water. W
all know that. W get big -- and that gets off the
property. You know, all these guys, they all take tests

to use chemicals. There's nobody out there that's stupid.
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When they -- they go out and mix them they take tests.

And then OSHA cane on to our property, and we got
informed that we get to put life jackets around our
lagoon. So I'mup, I"'mbuying life jackets and |I'm
getting themaround. WlIl, | think everybody from San
Franci sco to Lake Tulloch realizes we have life jackets.
They just run on by J& Dairy Sporting Goods and pick them
up on their way out to the lake. But that's all part of
busi ness. That's all figured into the, you know, cost of
production. That's what it's all about. They just
happen.

And we always talk frombirth of a calf is
t ouchdown to the springer, which is going to have the
calf. And you have to -- right fromthe begi nning you
have to have healthy aninmals or you' re out of business.
You' ve got to have the clean birthing areas. You' ve got
to have themfed. You' ve got to have an area where they
can kick up their heals. And those little calves, they
want to kick up their heals, believe me. W know that.
And, you know, that all takes noney. It takes cost of
production to be able to supply that.

And ny husband -- his father was al so a dai rynan
And, you know, you guys, four o'clock in the norning with
a flashlight and you' re out there checking those little

hut ches, and you see the little calves. And John's dad
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says, "Well, wait a mnute. Back up. There's two in this
hutch." And it's John. And at five years old he's in
there with this little baby calf. And | always wondered,
is that injected into the veins here? How does soneone
love dairy that nmuch? | don't know But they do.

And one day |'mwalking in. And its' -- we got
our paycheck and we're going to pay the bills. Very sad
day. And | walked in. | say, "Ckay, honey, today's the
day. W got to pay our bills." And you want to know the
response? The response was, "How am | going to pay the
bills? Howis it going to happen?" He says, "How do you
want nme to do it? Wiat have | got to do it with? W
don't have cost of production." [|'msorry, John

You know what | saw? | saw despair. Have you
guys ever | ooked into the face of despair? It's ugly.
don't want you to.

It's ugly.

I'"msorry.

But | know, Bill Lyons cane to the California
Farnmers Union and he spoke. And he said, "You know,
what's goi ng on here you guys have created?" And he's
right. But we want off the cross now, and give the wood
to sonebody el se. W're here because we know it can be
changed. W need cost of production. And I think half

the people here will agree, we need cost of production to
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HEARI NG OFFI CER ESTES: M. Van Vliet, you're

willing to testify within five mnutes?
MR VAN VLI ET: Yes.
HEARI NG OFFI CER ESTES: Al ri

f orwar d.

ght. Pl ease cone

MR, VAN VLI ET: Too busy to have to conme back

HEARI NG OFFI CER ESTES: Wl |,

to take your testinony today. So if yo

we definitely want

u're able to do so

within five mnutes, we want you to conme forward and

speak.
MR, VAN VLI ET: Appreciate the
(Thereupon the witness was swo
Hearing Oficer, to tell thet
whol e truth and nothing but th
MR VAN VLI ET: Yes, | do.

HEARI NG OFFI CER ESTES: And co

opportunity.
rn, by the
ruth, the

e truth.)

ul d you pl ease

state your nane and spell your |ast nane.

MR VAN VLIET: Nane is Carl G Van Miet V-a-n

V-1-i-e-t.
HEARI NG OFFI CER ESTES: And co
identify the organization -- do you rep

organi zati on?
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MR VAN VLI ET: Yes.

HEARI NG OFFI CER ESTES: And could you state --

MR VAN VLIET: Wll, | say yes, but -- | don't
know, officially or unofficially?

HEARI NG OFFI CER ESTES: O are you a nenber of an
organi zati on?

MR VAN VLIET: |'ma nenber of several.

HEARI NG OFFI CER ESTES: kay. If you wish to, do
you want to state those for the record

MR VAN VLIET: I'ma nmenber of California Dairy
Canpaign. |'malso a nenber of the Western United
Dai rynen.

HEARI NG OFFI CER ESTES: But you're here speaking
on your behal f?

MR, VAN VLIET: Basically as a persona
testi nmony.

HEARI NG OFFI CER ESTES: kay. Pl ease proceed
with your testinony then

MR VAN VLI ET: Thank you.

Thank you, Departnent of Food and Agriculture to
testify today.

My nane is Carl Van VMiiet. |I'ma fourth
generation dairy farnmer from San Joaquin Valley. | thank
the Departnent for having this hearing. | ama producer

I"'ma small, but have a great God who has sustained ny
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famly of five and work force of four famlies.

The | ast year has been very tough. And tines
| ook inpossible, with 20 percent bel ow cost of production
The cost of production for plants due to energy costs
rose, has been -- |'ve got to keep this straight here.

The cost of production for plants due to energy
costs has been forced too high for too long. It cane at a
ti me when producer prices were falling bel ow cost of
producti on.

Every nmonth | send out an average of 35 large
bills to associ ated businesses. | thank Western United
for their honework and cal cul ati ons. However, |'m
concerned that this is not enough increase to producers at
this time.

The dairy has to buy and/or rent dairy
facilities. The dairy pays for the feed, the dairy -- the
| abor. The producer pays for the transportation for the
m |k, versus our conmmobdities we paid for the
transportation. W paid for the processing, which is a
nmake al |l owance. And we paid for the adverti sing.

So sonetinmes ny question is, well, we paid for
nost of the stuff and they get all the good stuff. They
get the noney, you know.

W just -- anyway, nove on

Currently records show plants naking huge profits
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due to I ow cost of commodities or mlk products. The
vari abl e make al | owances encourages plants to try to keep
mlk prices up versus the regul ar nake al |l owance
encourages plants to |l ower prices to have cheap mlKk,
resulting in nore profit. Al so encourages all plants --
the vari abl e make all owance al so encourages all plants
away from cheap uni nspected inports.

HEARI NG OFFI CER ESTES: M. Van Miet, you do
have three nore mnutes.

MR VAN VLI ET: Ckay. Thank you very much.

The vari abl e nake al |l owance sol ution. The
concept of the variable nake al |l owance uses the cost of
production of mlk as one of its factors in determ ning
the nmake all owance. Producers operate at a very
conpetitive capitalistic environnent on a daily basis.
Everyday producers rmake decisions to inprove the
conpetitive and risky atnosphere that they operate in.

Cost of production are nonitored and the constant drive to
i nprove on those costs is a daily endeavor. But this is
an essential -- this is the essence of capitalistic system
whi ch we have enbraced in our Anerican way.

Plants are no different than producers in regard
to facing costs of doing business. |In order to be able to
operate, obviously these costs nust be accounted for and

covered by the plant to survive in this capitalistic
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system

The other main justification for the variable
nmake al |l owance is the price producers receive for their
mlk, including the risks in this conpetitive system
Capitalism s basic concept uses supply and demand or
mar ket conditions to nmonitor or establish the val ue of
goods or services. Producers are operating by these
concepts as the mlk they sell is affected by the supply
and demand el enent. Producers nmake adjustments to those
signals in order to survive the risk of doing business.

Pl ants, however, operate in a regul ated system
That isolates the plant fromoperating in the sane
capitalistic environment. The producers are forced to
operate init.

Producers are not protected fromreceiving | ess
than the cost of producing their mlk. 1In fact, the
support prices are over 20 percent bel ow cost of
production. Incredibly, in the fall of 2000 the mlk
price fell below $9.90 support price, surprising nmany who
bel i eved this woul d not happen

The current make al |l owance system decoupl es
plants fromcontributing to the decisi on-naking process
that rmust occur fromall segnments of the industry in order
for the fiscal well being of the industry as a whol e.

Deci si ons of how rmuch product is needed by the
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markets are not nmade by producers, but by the plant
operators. That desperately |lacked the link to receive a
signal by the markets. This communication to the narkets
is essential to maintaining a proper balance of supply in
order to receive the needed val ue for the products.
Wthout this vital link to the markets, we will continue
to cause havoc such as the futile attenpts by the U S.
Secretary of Agriculture to adjust the till that cost
producers in California over $150 mllion a year ago.

The CDC vari abl e nake al | owance proposal will
bring much needed missing elenent to the table of
California pricing system Plants will be participating
in the market atnosphere nore conpletely. The el enent of
supply now beconmes not just a producer issue, but also a
factor affecting the fiscal well being of all plants.
After all, this is how manufacturing plants for cars and
gadget s operate.

HEARI NG OFFI CER ESTES: M. Van Miet, your tine
has expired. But if you could just kind of briefly sumup
what you'd like to present to the panel

MR VAN VLIET: | heard many tines sonme of the
pl ants' operators, say, you know, "Well, you know, we
understand how the dairy producers are hurting, and we
want to help. But we want it to be done by the market."

Wl |, every time, you know, those sane words kept on
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ringi ng, you know, market, they want nmarket. [It's al nost
like they want market driven. But as long as -- | have an
article here too. And, you know, it all hits us. It
says, "Too much milk. Too much powder mlk." Well, you

know what happens, you know, as |long as they keep on
getting paid for it, "bring on nore nmilk, bring on nore
mlk. W could use nore mlk. Mre mlk that we run
t hrough our plant, the nore noney we nake." They're not
sendi ng any signals to the dairynen saying, "W've got too
much mlk. Cut it back. W can't nake any noney on that
extra mlk you' re sending."

So they need to send -- they need to have sone
responsibility to send that signal back to the producers
who are sending the mlk to the plants. They say, "WllI,

you reported for a thousand gallons. You know, you're

going to sell 1200. W'Ill take" -- you know, this is how
it is in other places -- "you send that extra 200 gall ons,
we're not going to pay you for that." WlIl, then we could
nmake that decision whether or not -- well, we can dry sone

cows up, we could feed I ess grain. W could do a |ot of
t hi ngs.

Anyway, | just, you know, feel that the
processors have responsibilities in flooding the narket
with too much mlk. And they want to keep on putting it

on our back and saying it's our fault.
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HEARI NG OFFI CER ESTES: Al right. Well, thank

you.
Ch, M. Van Miet, don't disappear yet.
Do we have any panel questions for M. Van Vliet?
Al right. Thank you very much.
(Appl ause.)
HEARI NG OFFI CER ESTES: Next we have M chael
Br own.
MR BROM: |I'd prefer to wait till tonorrow
HEARI NG OFFI CER ESTES: Ckay. W will certainly
do that.

W have WIliam Van Dam of the Northwest Dairy
Associ ati on.

MR VANDAM 1'Il wait.

HEARI NG OFFI CER ESTES: (kay. Tonorrow.

Ckay. W have Dr. Wade Havens, | believe, wth
Lander Veterinary dinic.

Ckay. He went hone.

We have Ti m Padrozo, NFO

He went horme.

Al right. W have Scott Hofferber, is that
correct:

MR HOFFERBER  Yes. I'Ill defer till tonorrow

HEARI NG OFFI CER ESTES:. Tonmorrow. All right.

We have David Inman fromH I mar California.
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MR INVAN  I'd like the opportunity now.

HEARI NG OFFI CER ESTES: All right. So you're
willing to speak within five m nutes?

MR | NMAN  Yes, sir.

HEARI NG OFFI CER ESTES: Pl ease cone forward.

(Thereupon the witness was sworn, by the

Hearing Oficer, to tell the truth, the

whol e truth and nothing but the truth.)

MR I NVAN. Yes, | do.

HEARI NG OFFI CER ESTES: And coul d you pl ease
state your nane and spell your |ast nane.

My nanme is David N. Inman, |-n-ma-n.

HEARI NG OFFI CER ESTES: And are you here to
testify on your own behal f today?

MR I NVAN. Yes, sir, | am

HEARI NG OFFI CER ESTES:. Al right. Please
proceed with your testinony.

MR I NVAN: Ckay. |1'd like to thank, M. Hearing
Oficer, menbers of the panel, for this opportunity
especially since | wouldn't have had the opportunity to
COMme t onor r ow.

My nane is David N. Inman. | am a new dairynan,
started in July. | ama field representative for
California Dairy Canpaign as well and a nenber as well.

I"d like to show ny support for the California
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Dai ry Wnen's proposal and petition as well the CDC
petitions, adjustnments.

I"d like to say that | ama true believer that
the vari abl e nmake all owance can be an inportant asset to
this industry, bringing producers as well the processors
toget her, which we seemto have done in this room
However, we're not negotiating for a better life style for
all of us.

There were several testinonies today that said
that the mlk programwas a detrinent to our way of life
or a detrinent to our future. Personally, as a dairynman,
| cannot survive without it. | use the efficiency factor
as this excuse that processors tend to use about an end as
wel | as peopl e buying the products that our processors are
produci ng. They need to get nore efficient. Gentlenen
we've gotten as efficient as we can get. W have a world
mar ket price of $6.50. And there's not a producer in this
roomthat can produce it for that price. So if they keep
| ooking to world nmarkets and use that as a justification
to bring our price down, in order to conpete in a gl oba
econony, it just can't be done.

Fortunately | have slave |abor on ny dairy. |
have three kids and a wife that help nme out. And so |I'm
able to take advantage of certain aspects that rmaybe sone

people aren't entitled to. Plant manufacturing all owances
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as they currently are pi ecework. They are not market
oriented. They are sinply a justification to gain
revenue, and at the sane tine are a detrinent to ny mlk
price.

Wthout -- several of the gentlenen here that
have testified have been on record in federal testinony
and state testinony as well that we need a $9. 90 support
price. But a support price is not good unless it's
impl enented as a floor. |It's like currently we have a
safety net that's laying on the ground and it doesn't
provide us any protection. A $9.90 support price or an
i npl emented floor price of $9.90 woul d keep everybody
continuously on a level playing field. It's the federa
support price. And we know that the CCC will nake those
purchases. So there is a market for it.

W're an area where we could -- we have accurate
data, yet we continue to see our costs of production
stated on Departnment's newsletters. Yet the plants' cost
of production we have to wait for certain audits and have
themrequested. | request that both of those be conpared
and sent out on the nonthly newsletters.

There's been a concern about bat htub cheese being
made in this state, cheese that's nade illegally. Wll,
it shows that the black nmarket cheese has value. But we

have sone | arge bathtubs in |legal plants that are being
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used in which illegal conmponents are being used to
standardi ze cheeses, which this Departnent was given proof
of back in March of |ast year

Cost of production index auditing plants. You
know, like | said, it would be nice if we had that
i nformation.

There's al so made nention -- could you tell nme ny
time pl ease

HEARI NG OFFI CER ESTES:. Yes, you have two
m nut es.

MR I NVAN:  Thank you.

Investment in California plants. Lately it seens
i ke our nmake al |l owances allowed us to build bigger
pl ants, not encourage nore plants to cone in.

And | agree with M. Jeter. Yes, we need nore
market. W need nore market share. W need to devel op
new markets for our products. But right now we're just
trying to stay alive

| understand the schematics of putting this
hearing together. | was a little bit disheartened about
the hearing filibuster that |'ve seen here today. 1|'ve
spent all day here listening to the same rhetoric,
rhetoric over and over again. And | w sh that we had an
opportunity to either limt the time -- especially since

such a large gathering. I'mwlling to do mne in five.
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| believe they could do theirs in 15. And force themto
stay on the topic.

Also I'd Iike to just say that under the current
laws that are witten, we have certain pricing based on
certain yields. Mzzarella -- | don't understand how a
plant in Lenoore that just fired up can take 600 -- or 6
mllion pounds of mlk and make a nillion pounds of
cheese, based on the yields that are provided by this
Department and as well as sone of the yields that have
been presented here. Now, | don't know if their figures
were correct, but this is sonething that was stated in a
tour.

So if we're not directing the -- if our yields
aren't reflective of the noisture content, naybe we have
some cheeses and sone products in the wong cl asses.

Finally, I1'd like to say in closing, that I
understand the position you guys are in. But | want you
to I ook out there and you see the dairynen that have cone
here. They're interested because they probably got kicked
out of bed just like ny wife did this norning and said,
"You got to go do sonething about it, at |east make the
stand. "

W' re goi ng backwards, gentlenen. And I know
it's not your fault. But let's |Iook at controlling

illegal inmports. Let's enforce our standards.
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And to answer one gentlenman's testinony here.
He's worried about where the other hundred | oads come in.
We have docunented proof that 600 | oads a day mlk
equi val ent are coming in as inports, and sonme of those are
illegal.
So if we can do a better job enforcing, increase

possi bly work on the tariffs issues and work with the

federal governnent as well -- | understand we're in a
separate order -- | think that we would have sone type of
a response in some nore of a know edgeabl e approach. [|I'm
not here to say, you know, | want nmy way. |'moffering

solutions. And |'d be willing to help you in any way.

I"d also like to take this opportunity to
chal | enge every processor, trade association, dairyman in
this room Let's get those mlk chugs into our schools.

Il liveinatow in Hlmr where there's 25 cows per one
man, and ny hi gh school doesn't have a chugs machi ne. And
I've asked for people to help finance it because | can't
afford it nyself. But if we could take in one school at a
time -- let's take our kids back, and we'll sell sone nore
mlk and we'll all get a price for it.

And 1'd |ike to encourage anybody who wants to
help or would like to, call ne, E-nmail nme. But you can
get ahold of me through CDC.

And 1'd Iike to thank you for this opportunity.
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HEARI NG OFFI CER ESTES: Do we have any panel
questions for M. |nman?

Thank you very rmnuch.

MR I NVAN:  Thank you.

(Appl ause.)

HEARI NG OFFI CER ESTES: | believe | have Tito
Rabel | o NFQO

Is M. Rabello here today?

He appears to have depart ed.

Sharon Hale from Crystal Cream and Butter
Company.

M5. HALE: | can wait till tonorrow

HEARI NG OFFI CER ESTES: All right. W'lI
certainly do that.

Then | have Darwin Ribiero fromA bus & R biero
Dairy in Mdesto, California.

| guess he's gone.

Then we have Ji m G uebel e.

MR GRUEBELE: Wit till tonorrow

HEARI NG OFFI CER ESTES: Al right, fine. W'l|
certainly look forward to it.

(Laughter.)

HEARI NG OFFI CER ESTES: You'll have to address
that through regul ati ons.

And, lastly -- well, | think we have a few nore

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

309
here.

W have Sue Tayl or from Leprino Foods.

M5. TAYLOR I'Il wait till tonorrow

HEARI NG OFFI CER ESTES:  Tonor r ow.

And | believe | got -- Candace, did you bring
anot her sheet up to ne?

Let ne see where | placed it here. There's one
or two nore nanes | need to find.

Ch, yes. Jeffrey Vanden Heuvel of the MIk
Producers Council .

MR VANDEN HEUVEL: Tonorrow.

HEARI NG OFFI CER ESTES: Ckay, tonorrow.

And | have Carl Souza, Wite River Dairy.

MR SQUZA: M. Innman basically said everything I
wanted to say in a nicer way. But | appreciate the tine.

(Laughter.)

HEARI NG OFFI CER ESTES: Al right. That's an
excel l ent nodel for future testinony.

(Laughter.)

HEARI NG OFFI CER ESTES: And | actually do nean
that sincerely. | think its very helpful. And the point
does get across when people nake it clear.

MR SQUZA: No sense in beating a dead horse,
right?

HEARI NG OFFI CER ESTES: And | have Joe Perreira,
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Joe Perreira.

Al right. And you're willing to speak in five

m nut es today, sir?

MR PERREI RA:  Yes.

HEARI NG OFFI CER ESTES: Al right. Please cone

f orwar d.

You have the honor of being the |ast witness of

t he day.
MR PERREI RA: Ckay. M nane

P-e-r-r-e-i-r-a.

is Joe Perreira

HEARI NG OFFI CER ESTES: All right. Can | swear

you in first.

310

MR PERREIRA: I'mgoing to testify like a
consunmer .

HEARI NG OFFI CER ESTES: Al right. Well, let
me -- do you swear or affirmto tell the truth and nothing

but the truth today?
MR PERREI RA: Yes, | swear.

HEARI NG OFFI CER ESTES: And

bel i eve you j ust

stated -- M. Reporter, M. Peters, you got his nane for

the record?

Al right. And you' re on your own behal f?

MR, PERREIRA: Yes, I'mon behalf of them and ny

behal f. That's the reason | cane up here.
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HEARI NG OFFI CER ESTES: kay. Them bei ng?

MR PERREI RA: Yeah, the consunmer. But | want to
testify for -- on behalf of the dairynen. That's the
reason | cone up here. If not, |I'mnot testifying.

HEARI NG OFFI CER ESTES: All right. Please
proceed with your testinony.

MR PERREIRA: Ckay. |I'mJoe Perreira. | have a
dairy before. And | sell ny business about three years
ago because | first sell -- my health condition. Wy the
health condition forced ne to sell? Sone like -- we're
here, that wonman here that got enotional, that's what
happened to the dairynmen, the way it is. The mlk
price -- alot of famlies, you got the crisis at hone
because all the stress life, all the pressure you go
t hrough because he not to receive what is supposed to
receive for his product.

He cannot point -- the dairynen and the farners,

t hese the ones produce the food for us, for ne, for you,
for all of us, here, for the world. But you cone and --
if you want to buy the food for his own fanmly, he can't
go buy it.

This is not right.

And we hear yesterday that the President, George
Bush, said you have to stinulate the snmall business. W

need nore small business. How? He said that. But the
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politicians, what we can -- | nmean we have to be honest,
we got to put the cards on the table. |'mnot here for to
hear from your guys, the politicians. But we have tel
themthe truth.

And about 10 years ago we got David, M. Gossard

That's the two | know is on the panel. W got all the
same politician about 10 years ago. W hear -- all we
here today -- we hear all the same questions, just comne
out here and cone out the sane. W see not -- if put out

this on the squeezer, we squeeze but no juice cone out.
That's the final thing.

This is sinple. Wat dairymen is need and all
the farnmers, he needs not the cost of production. He
needs above the cost of production because he deserve it.

(Appl ause.)

MR PERREI RA: Because he's worked real hard to
put the food on the table. Sonme like | said, on the end,

you want to go buy at this tine food for his own fanmly,

he can't.

One other thing. That's a stress. And like that
woman said -- it's come to nme, maybe that's why | got open
got hear surgery because this. See, because you -- when

he cone hone, he see the check. The check you receive,
when is going to nmake the paynents is not got enough for

cover all the bills he have to pay. Wen the tel ephone is
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ephone is ringing,

he's scared to answer the tel ephone because nost of the

ti mes he answers the tel ephone, you don'

t have to -- you

don't have -- because when he's answered the tel ephone,

he's so scared because that's the guy --

HEARI NG OFFI CER ESTES: M. Per

lights or the --

reira, you have

two nore mnutes. And |I'd just adnonish the audience, to

the extent M. Perreira, then his tine i

MR PERREIRA: |'m al nost done.

s reduced.

He's so scared to answer the tel ephone because

when he's answered the tel ephone, you know -- you know

what happened to you when you were a kid. This happened

tonmy alot of tines. Wien you do it --

t hi ngs we not

supposed to do it because nomrmy said, "Not do that,

because if you do that, we go the police.”" And the kid

becones so scared, so shaky, the -- ever

y minute is on

this position. Wen he get up in the norning he wondering

what to do he's so scared, because the stress |ife.

Who the ones nmake this stress?
that woman is -- that one that got enoti
here sone, is be wong, the processors

is not a joke. That's hunman being here,

| see it here,
onal. | see it
s laughing. This

got invol ved

here. W -- is not the respect to dairynmen, of this hunman

bei ng when is got enotional |ike that.

You know why he's

| aughing? Sorry, | got a little aggressive, but we have
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to. You know why he's laughing? Because the

governnent -- our government here in the United States --
| said because |'ma citizen now -- has all owed naybe 4 or
five processors has got all the packets full. Wen he

stay away fromthe people who's worked real hard. This is
not right.

That's what happened. That's why he's a stress
life. That's why sone tines when -- | got the friend of
m ne, who told -- got home, sonetines ny wife is scared
talk to me because | got so stressed, that | got so
aggressive. | believe that.

Why? Because the dairymen is not receive what is
deserved -- not paid what is deserved what the kind of
work put on this. That's the people is work out -- that's
the nore honest people in the world, that's the dairynen
Ni nety-five percent of this people here is all honest
people. They Like to pay the bills. If not pay the bills
is not because he's not -- he's not crooked people.

That's because the processors is not paying themwhat is
supposed to pay.

HEARI NG OFFI CER ESTES: Coul d you wap up your
remarks now, M. Perreira.

MR PERREIRA: So that's what | have to say to
all this people here. And one other to tell them before

| -- because guy sone confusion. See, one thing a |ot
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time we heard, sonme guy said, "Ch, the dairy industry,
agriculture is no effect to themdirect. |It's not
directly." No, sir. This industry, agriculture, is
af fect everybody direct, because when you | ose your job,
that one lose the job, that one lose the job is affected
directly. Some like me, | don't have the dairy. But on
nmy conscience, | feel -- come over here to testify because
I still got nmy income fromthe dairy. | need that
counsel -- they forgot ny incone.

So that's why | nake appeal for the politicians.
First, |I think that 10 years -- and sone, like |I said, all
this 10 years, | no see nothing change. | think it's tine
to change sonet hi ng before everybody pay half price.

That's it.

HEARI NG OFFI CER ESTES: Thank you very nuch, M.
Perreira.

(Appl ause.)

HEARI NG OFFI CER ESTES: Do we have any pane
questions for M. Perreira?

MR PERREIRA: | take no questions.

(Laughter.)

HEARI NG OFFI CER ESTES: Apparently it's rnutually
agreed that M. Perreira will not answer questions today.

(Laughter.)

HEARI NG OFFI CER ESTES: Thank you very nuch, M.
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1 Perreira, for your testinony.
2 And at this time we will adjourn until tonorrow.
3 And we will reconvene here tonorrow norning in this very
4 sane roomat the Holiday Inn at 9 a.m
5 (Ther eupon the Departnent of Food and

6 Agriculture Hearing recessed at 5:35 p.m)
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